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FOREWORD

The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of
CPA certificates. This booklet contains the questions and unofficial answers of the November 1989
Uniform Certified Public Accountant Examination.

Although the questions and unofficial answers may be used for many purposes, the principal reason
for their publication is to aid candidates in preparing for the examination. Candidates are also
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other
administrative aspects of the Uniform CPA Examination.

The unofficial answers were prepared by the staff of the Examinations Division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned
by the Board of Examiners for grading purposes.

Rick Elam, Vice President — Education
American Institute of Certified Public Accountants

November 1989
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Examination Questions — Novem ber 1989

Instructions

2.

Q uestions N um ber 1, 2, and 3 each consist of 20
multiple choice items. Select the best answer for each of
the items relating to a variety of financial accounting
problem s. Use a soft pencil, preferably No. 2, to blacken
the appropriate circle on the separate printed answer sheet
to indicate your answer. M ark only one answ er for each
item . Answer all item s. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

Net income is
a. $140,000
b. $161,000
c. $168,000
d. $200,000

3.
Jay Company acquired a wholly-owned foreign
subsidiary on January 1, 1988. The stockholders’ equity
section of the December 31, 1988 consolidated balance
sheet follows:
Common stock
Additional paid-in capital
Retained earnings

Item
97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed by
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

Less: Contra account
Total stockholders’ equity

The contra account balance appropriately represents
adjustments in translating the foreign subsidiary’s finan
cial statements into U.S. dollars.
The consolidated income statement for 1988 included the
excess of cost of investments in marketable equity securities
over their market values, which is considered tem porary,
as follows:

Answer Sheet
97.
N um ber 1 (Estim ated tim e ----- 45 to 55 m inutes)

Noncurrent investments
Current investments

Coffey Corp.’s trial balance of income statement accounts
for the year ended December 31, 1988 was as follows:

Net sales
Cost of goods sold
Selling expenses
Administrative expenses
Interest expense
Adjustment due to
accounting change in
depreciation method
Gain on debt extinguish
ment
Totals

a.
b.
c.
d.

Credit
$1,600,000

$ 960,000
235,000
150,000
25,000

Retained
earnings
$ 900,000
$1,000,000
$1,100,000
$1,200,000

Contra
accounts
$600,000
$700,000
$800,000
$900,000

4.
Chester Corp. was a development stage enterprise
from its inception on September 1 , 1987 to December 31,
1988. The following information was taken from Chester’s
accounting records for the above period:

40,000

$1,410,000

$200,000
$100,000

The correct amounts for retained earnings and the contra
accounts in the consolidated statement of stockholders’
equity for the year ended December 31, 1988 are

Item s 1 and 2 are based on the following:

Debit

$ 500,000
200,000
900,000
1,600,000
600,000
$1,000,000

Net sales
Cost of sales
Selling, general, and
administrative expenses
Research and development costs
Interest expense

10,000
$1,610,000

Coffey’s income tax rate is 30%. Coffey prepares a
multiple-step income statement for 1988.

$1,350,000
1,000,000
400,000
300,000
100,000

For the period September 1 , 1987 to December 3 1 , 1988,
what amount should Chester report as net loss?
a. $ 50,000
b. $150,000
c. $350,000
d. $450,000

1. Income from operations before income tax is
a. $190,000
b. $200,000
c. $230,000
d. $240,000
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Additional information:
• On January 1 , 1988, Dean purchased all of Kay’s $10
par, voting common stock for $600,000. On that date,
the fair value of Kay’s assets and liabilities equaled their
carrying amount of $660,000 and $160,000, respec
tively. Dean’s policy is to amortize intangibles over
a 10-year period, unless a definite life is ascertainable.
• During 1988, Dean and Kay paid cash dividends of
$50,000 and $10,000, respectively. For tax purposes,
Dean receives the 100% exclusion for dividends
received from Kay.
• There were no intercompany transactions except for
Dean’s receipt of dividends from Kay, and Dean’s
recording of its share of Kay’s earnings.
• On June 3 0 , 1988, Dean sold 2,000 shares of its com
mon stock for $17 per share. There were no other
changes in either Dean’s or Kay’s common stock dur
ing 1988.

Item s 5 through 8 are based on the following:
The separate condensed balance sheets and income
statements of Dean Corp. and its wholly-owned subsidiary,
Kay Corp., are as follows:
BALANCE SHEETS

December 31, 1988

Assets
Current assets
Property, plant, and
equipment (net)
Investment in
Subsidiary
(equity method)
Total assets

Dean

Kay

$ 430,000

$300,000

360,000

400,000

650,000
$1,440,000

Liabilities and Stockholders’ Equity
$ 130,000
Current liabilities
Stockholders’ equity
Common stock
320,000
($10 par)
Additional paid-in
370,000
capital
Retained earnings
620,000
Total stockholders’
equity
1,310,000
Total liabilities and
stockholders’ equity
$1,440,000

_
$700,000

5. In Dean’s 1988 consolidated income statement, what
amount should be reported as consolidated net income?
a. $140,000
b. $200,000
c. $210,000
d. $270,000

$140,000

80,000
200,000
280,000

6. In Dean’s December 3 1 , 1988 consolidated balance
sheet, what amount should be reported as total consolidated
assets?
a. $2,140,000
b. $1,580,000
c. $1,490,000
d. $1,440,000

560,000
$700,000

INCOM E STATEMENTS
For the Year Ended December 3 1 , 1988

Sales
Cost of goods sold
Gross profit
Other operating
expenses
Operating income
Equity in earnings
of Kay
Income before federal
income taxes
Provision for federal
income taxes
Net income

Dean
$1,100,000
770,000
330,000

$600,000
400,000
200,000

120,000
210,000

100,000
100,000

7.
In Dean’s December 3 1 , 1988 consolidated balance
sheet, what amount should be reported as total retained
earnings?
a. $620,000
b. $680,000
c. $690,000
d. $900,000

Kay

8.
In Dean’s 1988 consolidated income statement, what
amount should be reported for amortization of goodwill?
a. $0
b. $ 6,000
c. $ 9,000
d. $10,000

60,000
270,000

100,000

70,000
$ 200,000

30,000
$ 70,000
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9. Magnolia, Inc.’s December 31, 1988 unadjusted
current assets section and stockholders’ equity section are
as follows:

11. Assume that the merger qualities for treatment as
a pooling of interests. In the December 31, 1988 con
solidated balance sheet, additional paid-in capital should
be reported at
a. $ 950,000
b. $1,300,000
c. $1,450,000
d. $2,900,000

Current Assets:
Cash
Investments in marketable equity
securities (including $150,000 of
Magnolia, Inc. common stock)
Trade accounts receivable
Inventories
Total

$

30,000

200,000
170,000
74,000
$ 474,000

12. Tobin Corp. incurred $160,000 of research and
development costs to develop a product for which a patent
was granted on January 2 , 1983. Legal fees and other costs
associated with registration of the patent totaled $30,000.
On March 3 1 , 1988, Tobin paid $45,000 for legal fees in
a successful defense of the patent. The total amount
capitalized for this patent through March 3 1 , 1988 should be
a. $ 75,000
b. $190,000
c. $205,000
d. $235,000

Stockholders’ Equity:
Common stock
Retained earnings (deficit)
Total

$1,112,000
(112,000)
$1,000,000

The investments and inventories are reported at their costs
which approximate market values.
In its 1988 statement of changes in stockholders’ equity,
Magnolia’s total amount of equity at December 3 1 , 1988 is
a. $ 850,000
b. $ 962,000
c. $1,000,000
d. $1,112,000

13. Mark Co. bought a franchise from Fred Co. on
January 1 , 1988 for $204,000. An independent consultant
retained by Mark estimated that the remaining useful life
of the franchise was 50 years. Its unamortized cost on Fred’s
books at January 1 , 1988 was $68,000. Mark has decided
to amortize the franchise over the maximum period allowed.
What amount should be amortized for the year ended
December 31, 1988?
a. $5,100
b. $4,080
c. $4,000
d. $1,700

Items 10 and 11 are based on the following:
On December 3 1 , 1988, Saxe Corporation was merged into
Poe Corporation. In the business combination, Poe issued
200,000 shares of its $10 par common stock, with a market
price of $18 a share, for all of Saxe’s common stock. The
stockholders’ equity section of each company’s balance
sheet immediately before the combination was:

Common stock
Additional paid-in capital
Retained earnings

Poe

Saxe

$3,000,000
1,300,000
2,500,000
$6,800,000

$1,500,000
150,000
850,000
$2,500,000

November 1989

14. Pam, Inc. has $1,000,000 of notes payable due
June 15, 1989. At the financial statement date of
December 3 1 , 1988, Pam signed an agreement to borrow
up to $1,000,000 to refinance the notes payable on a long
term basis. The financing agreement called for borrowings
not to exceed 80% of the value of the collateral Pam was
providing. At the date of issue of the December 3 1 , 1988
financial statements, the value of the collateral was
$1,200,000 and was not expected to fall below this amount
during 1989. In its December 3 1 , 1988 balance sheet, Pam
should classify notes payable as

10. Assume that the merger qualifies for treatment as
a purchase. In the December 3 1 , 1988 consolidated balance
sheet, additional paid-in capital should be reported at
a. $ 950,000
b. $1,300,000
c. $1,450,000
d. $2,900,000

a.
b.
c.
d.

4

Short-term
obligations
$0
$ 40,000
$ 200,000
$1,000,000

Long-term
obligations
$1,000,000
$ 960,000
$ 800,000
$0

Accounting Practice — Part I
18. Jerry Corp., a company whose stock is publicly
traded, provides a noncontributory defined benefit pension
plan for its employees. The company’s actuary has provided
the following information for the year ended December 31,
1988:

15. Cey, Inc. determined that it has an obligation relating
to employees’ rights to receive compensation for future
absences attributable to employees’ services already
rendered. The obligation relates to rights that accumulate
and vest. Payment of this compensation is probable. The
amounts of Cey’s obligations at December 31, 1988 are
reasonably estimated as follows:
Vacation pay
Sick pay

Projected benefit obligation
Accumulated benefit obligation
Plan assets (fair value)
Service cost
Interest on projected benefit obligation
Amortization of unrecognized
prior service cost
Expected and actual return on plan assets

$90,000
60,000

In Cey’s December 3 1 , 1988 balance sheet, what amount
should be reported as a liability for compensated absences?
a. $0
b. $ 60,000
c. $ 90,000
d. $150,000

Fixed
salary
$10,000
14,000
18,000
$42,000

Net
sales
$ 200,000
400,000
600,000
$1,200,000

30,000
41,000

The market-related asset value equals the fair value of plan
assets. Prior contributions to the defined benefit pension
plan equaled the amount of net periodic pension cost accrued
for the previous year end. No contributions have been made
for 1988 pension cost. In its December 3 1 , 1988 balance
sheet, Jerry should report an accrued pension cost of
a. $203,000
b. $162,000
c. $121,000
d. $109,000

16. Fay Corp. pays its outside salespersons fixed monthly
salaries and commissions on net sales. Sales commissions
are computed and paid on a monthly basis (in the month
following the month of sale), and the fixed salaries are
treated as advances against commissions. However, if the
fixed salaries for salespersons exceed their sales commis
sions earned for a month, such excess is not charged back
to them. Pertinent data for the month of March 1988 for
the three salespersons are as follows:

Salesperson
A
B
C
Totals

$400,000
350,000
410,000
120,000
12,000

19. A state requires quarterly sales tax returns to be filed
with the sales tax bureau by the 20th day following the end
of the calendar quarter. However, the state further requires
that sales taxes collected be remitted to the sales tax bureau
by the 20th day of the month following any month such col
lections exceed $500. These payments can be taken as
credits on the quarterly sales tax return.
Taft Corp. operates a retail hardware store. All items
are sold subject to a 6% state sales tax, which Taft collects
and records as sales revenue. The sales taxes paid by Taft
are charged against sales revenue. Taft pays the sales taxes
when they are due.
Following is a monthly summary appearing in Taft’s
first quarter 1989 sales revenue account:

Commission
rate
4%
6%
6%

What amount should Fay accrue for sales commissions
payable at March 31, 1988?
a. $70,000
b. $68,000
c. $28,000
d. $26,000

January
February
March

17. On December 3 1 , 1988, Wall Corp. issued $100,000
maturity value, 10% bonds for $100,000 cash. The bonds
are dated December 3 1 , 1988 and mature on December 31,
1998. Interest will be paid semiannually on June 30 and
December 31. In Wall’s September 3 0 , 1989 balance sheet,
the amount of accrued interest expense should be
a. $ 2,500
b. $ 5,000
c. $ 7,500
d. $10,000

Debit
$—
600
—
$600

Credit
$10,600
7,420
9,540
$27,560

In its financial statements for the quarter ended
March 31, 1989, Taft’s sales revenue and sales taxes
payable would be

a.
b.
c.
d.

5

Sales
revenue
$27,560
$26,960
$26,000
$26,000

Sales taxes
payable
$1,560
$ 600
$1,560
$ 960

Examination Questions — November 1989
20. On January 1 , 1988, Mill Corp. leased a machine to
O tt Corp. for a five year term at an annual rental of $50,000.
The lease is an operating lease. At the inception of the lease
Mill received $100,000, covering the first year’s rent of
$50,000 and a security deposit of $50,000. This deposit will
not be returned to Ott upon expiration of the lease, but will
instead be applied to payment of rent for the last year of
the lease. Mill properly reported rental revenue of $100,000
in its 1988 income tax return. Mill’s tax rate was 30%. In
Mill’s December 3 1 , 1988 balance sheet, what portion of
the $100,000 should be reported as a liability?
a. $50,000
b. $40,000
c. $35,000
d. $28,000

23. Karr Co. began operations on January 1, 1988 and
appropriately uses the installment method of accounting.
The following information pertains to Karr’s operations for
1988:

Number 2 (Estimated tim e----- 45 to 55 minutes)

24. Frey Corp., a construction company, appropriately
uses the completed contract method of accounting for
income tax purposes. However, Frey uses the percentageof-completion accounting method for financial statement
purposes. Pertinent data at December 3 1 , 1988, the close
of Frey’s first year of operations, are:

Installment sales
Cost of installment sales
General and administrative expenses
Collections on installment sales

The balance in the deferred gross profit account at
December 31, 1988 should be
a. $120,000
b. $150,000
c. $200,000
d. $320,000

21. Grey operates as a retail furrier. Some customers pick
out furs and place deposits with Grey to set the furs aside
for future delivery. Grey records the cash receipts on these
transactions as lay-away plan sales. However, title to the
fur passes to the customer only when the full sales price
is received by Grey. The average gross margin on the furs
is 75% of sales. The following pertinent data were taken
from Grey’s December 3 1 , 1988 unadjusted trial balance:
Regular sales
Lay-away plan sales
Deposits from customers

$800,000
480,000
80,000
300,000

Date contract
began
3/1/88
6/1/88
9/1/88
12/1/88

$2,500,000
$1,000,000
$0

An analysis of the lay-away plan sales revealed that
$600,000 was received in full payment for furs delivered
to customers during 1988. In Grey’s December 3 1 , 1988
balance sheet, deposits from customers would be
a. $1 ,000,000
b. $ 750,000
c. $ 600,000
d. $ 400,000

Estimated
completion date
9/1/89
12/1/89
3/1/90
6/1/90

Income recognized
in 1988 on each
contract
$600,000
300,000
200,000
100,000

Frey’s enacted income tax rates are 30% for 1988, 25%
for 1989 and 20% for 1990. Frey elected early application
of FASB Statement No. 96, Accountingfo r Income Taxes,
in its financial statements for the year ended December 31,
1988. What amount should be included in the deferred
income tax liability at December 31, 1988 for these
transactions?
a. $360,000
b. $330,000
c. $285,000
d. $240,000

22. On December 3 0 , 1987, Bliss Corp. leased equipment
under a capital lease for a period of 12 years, contracting
to pay $100,000 annual rent on December 31, 1987 and
on December 31 for each of the next 9 years. The capital
lease liability was appropriately recorded at $681,600 on
December 3 0 , 1987 before the first payment. The useful
life of the equipment coincided with the lease term. The
interest rate implicit in the lease is 10%. In recording the
December 31, 1988 payment, Bliss should reduce the
capital lease liability by
a. $68,160
b. $58,160
c. $56,800
d. $41,840

25. On January 1 , 1989, Pine Corp. sold 200 of its 8%,
$1,000 bonds at 97 plus accrued interest. The bonds are
dated October 1, 1988 and mature on October 1, 1998.
Interest is payable semiannually on April 1 and October 1.
Accrued interest for the period October 1, 1988 to
January 1 , 1989 amounted to $4,000. On January 1 , 1989,
Pine should report bonds payable, net of discount, at
a. $196,000
b. $194,150
c. $194,000
d. $190,150
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29. On January 1, 1989, Carrow, Inc. issued its 10%
bonds in the face amount of $1,000,000 that mature on
January 1 , 1999. The bonds were issued for $886,000 to
yield 12%, resulting in bond discount of $114,000. Carrow uses the interest method of amortizing bond discount.
Interest is payable July 1 and January 1. For the six months
ended June 3 0 , 1989, Carrow should report bond interest
expense at
a. $56,840
b. $55,700
c. $53,160
d. $50,000

26. On December 2, 1988, Huff Corp. received a con
demnation award of $450,000 as compensation for the
forced sale of land purchased five years earlier for
$300,000. The gain was not reported as taxable income on
its income tax return for the year ended December 3 1 , 1988,
because Huff elected to replace the land within the allowed
replacement period for at least $450,000. Huff has an in
come tax rate of 25 % for 1988, and there is an enacted rate
of 30% for years ending after 1988. There were no other
temporary differences. Huff elected early application of
FASB Statement No. 96, Accountingfo r Income Taxes. In
its December 31, 1988 balance sheet, Huff should report
a deferred income tax liability of
a. $135,000
b. $ 45,000
c. $ 37,500
d. $0

30. Faber, Inc. had outstanding 10%, $1,000,000 face
amount convertible bonds maturing on December 3 1 , 1993,
on which interest is paid June 30 and December 31. After
amortization through June 30, 1989, the unamortized
balance in the bond discount account was $30,000. On that
date, all of these bonds were converted into 40,000 shares
of $20 par value common stock. Faber incurred expenses
of $10,000 in connection with the conversion. Recording
the conversion by the book value (carrying amount) method,
Faber should credit additional paid-in capital for
a. $160,000
b. $170,000
c. $180,000
d. $230,000

27. On December 30, 1988, Haber Co. leased a new
machine from Gregg Corp. The following data relate to the
lease transaction at the inception of the lease:
Lease term
Annual rental payable at the end
of each lease year
Useful life of machine
Implicit interest rate
Present value of an annuity of 1 in
advance for 10 periods at 10%
Present value of annuity of 1 in
arrears for 10 periods at 10%
Fair value of the machine

10 years
$100,000
12 years
10%
6.76
6.15
$700,000

31. On February 1, 1986, Davis Corp. issued 12%,
$1,000,000 face amount, 10-year bonds for $1,117,000.
Davis reacquired all of these bonds at 102, plus accrued
interest, on May 1, 1989 and retired them. Unamortized
bond premium on that date was $78,000. Before income
taxes, what was Davis’ gain on the bond retirement?
a. $97,000
b. $58,000
c. $39,000
d. $19,000

The lease has no renewal option, and the possession of the
machine reverts to Gregg when the lease terminates. At the
inception of the lease, Haber should record a lease liability
of
a. $0
b. $615,000
c. $630,000
d. $676,000
28. On May 1, Kreal Corp. issued $1,000,000, 20-year,
10% bonds for $1,075,000. Each $1,000 bond had a
detachable warrant eligible for the purchase of one share
of Kreal’s $50 par value common stock for $60.
Immediately after the bonds were issued, Kreal’s securities
had the following market values:
10% bond without warrant
Warrant
Common stock, $50 par value

32. On November 1 0 , 1988, a Garry Corp. truck was in
an accident with an auto driven by Dacey. On January 10,
1989, Garry received notice of a lawsuit seeking $800,000
in damages for personal injuries suffered by Dacey. Garry
Corp.’s counsel believes it is reasonably possible that Dacey
will be awarded an estimated amount in the range between
$250,000 and $500,000, and that $400,000 is a better
estimate of potential liability than any other amount. Garry’s
accounting year ends on December 31, and the 1988 finan
cial statements were issued on March 6 , 1989. What amount
of loss should Garry accrue at December 31, 1988?
a. $0
b. $250,000
c. $400,000
d. $500,000

$1,050
25
65

What amount of the bond issue proceeds should Kreal
record as an increase in stockholders’ equity?
a. $50,000
b. $25,000
c. $ 5,000
d. $0
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33. In packages of its products, Curran Co. includes
coupons that may be presented at retail stores to obtain
discounts on other Curran products. Retailers are
reimbursed for the face amount of coupons redeemed plus
10% of that amount for handling costs. Curran honors
requests for coupon redemption by retailers up to three
months after the consumer expiration date. Curran estimates
that 70% of all coupons issued will ultimately be redeemed.
Information relating to coupons issued by Curran during
1988 is as follows:
Consumer expiration date
Total face amount of coupons issued
Total payments to retailers as of 12/31/88

36. John Tracey, M .D ., keeps his accounting records on
the cash basis. During 1988, Dr. Tracey collected $150,000
in fees from his patients. At December 3 1 , 1987, Dr. Tracey
had accounts receivable of $20,000. At December 3 1 , 1988,
Dr. Tracey had accounts receivable of $35,000 and
unearned fees of $5,000. On the accrual basis, how much
was Dr. Tracey’s patient service revenue for 1988?
a. $130,000
b. $160,000
c. $165,000
d. $170,000

12/31/88
$600,000
220,000

37. On January 1 , 1988, Dyer Co. acquired as a long-term
investment a 20% common stock interest in Eason Co.
Dyer paid $700,000 for this investment when the fair value
of Eason’s net assets was $3,500,000. Dyer can exercise
significant influence over Eason’s operating and financial
policies. For the year ended December 31, 1988, Eason
reported net income of $400,000 and declared and paid cash
dividends of $160,000. How much revenue from this
investment should Dyer report for 1988?
a. $ 32,000
b. $ 48,000
c. $ 80,000
d. $112,000

What amount should Curran report as a liability for
unredeemed coupons at December 31, 1988?
a. $0
b. $200,000
c. $242,000
d. $308,000
34. Peg Co. leased equipment from Howe Corp. on
July 1, 1988 for an eight-year period expiring June 30,
1996. Equal payments under the lease are $600,000 and
are due on July 1 of each year. The first payment was made
on July 1 , 1988. The rate of interest contemplated by Peg
and Howe is 10%. The cash selling price of the equipment
is $3,520,000, and the cost of the equipment on Howe’s
accounting records is $2,800,000. The lease is
appropriately recorded as a sales-type lease. What is the
amount of profit on the sale and interest revenue that Howe
should record for the year ended December 31, 1988?

a.
b.
c.
d.

Profit on
sale
$720,000
$720,000
$ 45,000
$ 45,000

38. On January 1, 1988, Jaffe Co. leased a machine to
Pender Co. for ten years, with $10,000 payments due at
the beginning of each year effective at the inception of the
lease. The machine cost Jaffe $55,000. The lease is
appropriately accounted for as a sales-type lease by Jaffe.
The present value of the ten rent payments over the lease
term discounted appropriately at 10% was $67,600. The
estimated salvage value of the machine at the end of ten
years is equal to the disposal costs. How much interest
revenue should Jaffe record from the lease for the year
ended December 31, 1988?
a. $5,500
b. $5,760
c. $6,760
d. $7,020

Interest
revenue
$176,000
$146,000
$176,000
$146,000

35. On October 1, 1988, Price Corp., a real estate
developer, sold land to Greene Co. for $5,000,000. Greene
paid $600,000 cash and signed a 10 year $4,400,000 note
bearing interest at 12%. The carrying amount of the land
was $4,000,000 on date of sale. The note was payable in
forty quarterly principal installments of $110,000 begin
ning January 2 , 1989. Price appropriately accounts for the
sale under the cost recovery method. On January 2 , 1989,
Greene paid the first principal installment of $110,000 and
interest of $132,000. For the year ended December 31,
1988, what total amount of income should Price recognize
from the land sale and financing?
a. $0
b. $120,000
c. $132,000
d. $252,000

39. Albert Co. acquired 4,000 shares of Nolan, Inc.
common stock on October 20, 1986 for $66,000. On
November 30, 1988, Nolan distributed a 10% common
stock dividend when the market price of the stock was $25
per share. On December 2 0 , 1988, Albert sold 400 shares
of its Nolan stock for $10,600. For the year ended
December 3 1 , 1988, how much should Albert report as divi
dend revenue?
a. $10,600
b. $10,000
c. $ 4,600
d. $0
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43. On April 8 , 1987, Day Corp. purchased merchandise
from an unaffiliated foreign company for 10,000 units of
the foreign company’s local currency. Day paid the bill in
full on March 1, 1988 when the spot rate was $.45. The
spot rate was $.60 on April 8, 1987 and was $.55 on
December 31, 1987. For the year ended December 31,
1988, Day should report a transaction gain of
a. $1,500
b. $1,000
c. $ 500
d. $0

40. On January 2 , 1988, Osborn Co. assigned its patent
to Aile for royalties of 10% of patent related sales. On the
same date, Osborn received a $40,000 advance to be applied
against royalties for 1988 sales. Royalties are payable every
six months. Aile reported the following sales:

Six months ended
June 30, 1988
December 31, 1988

Amount
$150,000
200,000

How much royalty revenue should Osborn report in its 1988
income statement?
a. $75,000
b. $60,000
c. $40,000
d. $35,000

44. On January 2 , 1987, Troast Co. purchased as a long
term investment 10,000 shares of Lawton Corp. common
stock for $70 per share, which represents a 1% interest.
On December 3 1 , 1987, the market price of the stock was
$75 per share. On December 20,1988, Troast needed
additional cash for operations and sold all 10,000 shares
of Lawton’s stock for $100 per share. Troast’s income tax
rate was 30% for 1988. For the year ended December 31,
1988, Troast should report on its income statement a gain
on disposal of
a. $300,000
b. $250,000
c. $210,000
d. $175,000

Number 3 (Estimated tim e----- 45 to 55 minutes)
41. On January 3 , 1986, Falk Co. purchased 500 shares
of Milo Corp. common stock for $36,000. On December 2,
1988, Falk received 500 stock rights from Milo. Each right
entitles the holder to acquire one share of stock for $85.
The market price of Milo’s stock was $100 a share
immediately before the rights were issued, and $90 a share
immediately after the rights were issued. Falk sold its rights
o n D ecem ber3, 1988 for $10 a right. Falk’s gain from the
sale of the rights is
a. $0
b. $1,000
c. $1,400
d. $5,000

45. The following data were available from Mith Co.’s
records on December 31, 1988:
Finished goods inventory, 1/1/88
Finished goods inventory, 12/31/88
Cost of goods manufactured
Loss on sale of plant equipment

110,000
520,000
50,000

The cost of goods sold for 1988 was
a. $510,000
b. $520,000
c. $530,000
d. $580,000
46. On January 1 , 1988, Dart, Inc. entered into an agree
ment to sell the assets and product line of its Jay Division,
considered a segment of the business. The sale was con
summated on December 3 1 , 1988 and resulted in a gain on
disposition of $400,000. The division’s operations resulted
in losses before income tax of $225,000 in 1988 and
$125,000 in 1987. Dart’s income tax rate is 30% for both
years. In a comparative statement of income for 1988 and
1987, as components under the caption Discontinued
Operations, Dart should report a gain (loss) amounting to

42. On December 1 , 1988, Barr Company leased office
space for five years at a monthly rental of $60,000. On that
date, Barr paid the lessor the following amounts:
First month’s rent
Last month’s rent
Security deposit (refundable
at lease expiration)
Installation of new walls and offices

$120,000

$ 60,000
60,000
80,000
360,000

Barr’s December 1988 expense relating to its use of this
office space is
a. $ 60,000
b. $ 66,000
c. $126,000
d. $200,000

a.
b.
c.
d.

9

1988
$122,500
$122,500
($157,500)
($157,500)

1987
($87,500)
$0
($87,500)
$0

Examination Questions — November 1989
50. Lowe Corp. had the following gains, net of applicable
taxes, during 1988:
Item s 47 and 48 are based on the following:
Foreign currency transaction gain
due to major devaluation
Gain from early extinguishment of
Lowe’s debt

Bee Corp. prepared the following reconciliation between
book income and taxable income for the year ended
December 31, 1988:
Pretax accounting income
Taxable income
Difference

$ 50,000
150,000
$200,000

51. On December 31, 1988, Kerr, Inc. appropriately
changed its inventory valuation method to FIFO cost from
weighted-average cost for financial statement and income
tax purposes. The change will result in a $700,000 increase
in the beginning inventory at January 1 , 1988. Assume a
30% income tax rate. The cumulative effect of this account
ing change repotted for the year ended December 3 1 , 1988
is
a. $0
b. $210,000
c. $490,000
d. $700,000

Bee elected early application of FASB Statement No. 96,
Accountingfor Income Taxes, in its financial statements for
the year ended December 31, 1988.
Bee’s effective income tax rate for 1988 is 30%. The
depreciation difference will reverse equally over the next
three years at enacted tax rates as follows:

Years
1989
1990
1991

250,000

What amount should Lowe report as extraordinary gains
in its 1988 income statement?
a. $425,000
b. $250,000
c. $175,000
d. $0

$500,000
300,000
$200,000

Differences:
Interest on municipal bonds
Lower depreciation per
financial statements
Total differences

$175,000

Tax
rates
30%
25%
25%

52. On January 1 , 1987, Aker Corp. acquired a machine
at a cost of $200,000. It was to be depreciated on the straight
line method over a five-year period with no residual value.
Because of a bookkeeping error, no depreciation was
recognized in Aker’s 1987 financial statements. The over
sight was discovered during the preparation of Aker’s 1988
financial statements. Depreciation expense on this machine
for 1988 should be
a. $0
b. $40,000
c. $50,000
d. $80,000

47. In Bee’s 1988 income statement, the current portion
of its provision for income taxes should be
a. $150,000
b. $125,000
c. $ 90,000
d. $ 75,000
48. In Bee’s 1988 income statement, the deferred portion
of its provision for income taxes should be
a. $60,000
b. $50,000
c. $45,000
d. $40,000

53. On January 1 , 1987, West Co. entered into a ten-year
lease for a manufacturing plant. The annual minimum lease
payments are $100,000. In the notes to the December 31,
1988 financial statements, what amounts of subsequent
years’ lease payments should be disclosed?

49. Harper Co. incurred an apparently permanent inven
tory loss from market decline of $840,000 during June
1989. What amount of the inventory loss should be
recognized in Harper’s quarterly income statement for the
three months ended June 30, 1989?
a. $210,000
b. $280,000
c. $420,000
d. $840,000

a.
b.
c.
d.
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Amount fo r
appropriate
required
period
$100,000
$300,000
$500,000
$500,000

Aggregate
amount for
the period
thereafter
$0
$500,000
$300,000
$0
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54. Jones Corp.’s capital structure was as follows:

56. On January 1, 1988, Heath Corp. established an
employee stock ownership plan (ESOP). Selected transac
tions relating to the ESOP during 1988 were as follows:

_____ December 31_____

1988

1987

110,000
10,000

110,000
10,000

Outstanding shares of stock:
Common
Convertible preferred
8% convertible bonds

•

•

$1,000,000 $1,000,000

During 1988, Jones paid dividends of $3.00 per share on
its preferred stock. The preferred shares are convertible
into 20,000 shares of common stock and are considered
common stock equivalents. The 8% bonds are convertible
into 30,000 shares of common stock but are not considered
common stock equivalents. Net income for 1988 is
$850,000. Assume that the income tax rate is 30%.

•

On April 1 , 1988, Heath contributed $45,000 cash and
3,000 shares of its $10 par value common stock to the
ESOP. On this date, the market price of the stock was
$18 a share.
On October 1, 1988, the ESOP borrowed $100,000
from Union National Bank and acquired 6,000 shares
of Heath’s common stock in the open market at $17
a share. The note is for one year, bears interest at 10%,
and is guaranteed by Heath.
On December 1 5 , 1988, the ESOP distributed 8,000
shares of Heath’s common stock to employees of Heath
in accordance with the plan formula. On this date, the
market price of the stock was $20 a share.

In its 1988 income statement, what amount should Heath
report as compensation expense relating to the ESOP?
a. $ 99,000
b. $155,000
c. $199,000
d. $259,000

The fully diluted earnings per share for 1988 is
a. $5.48
b. $5.66
c. $5.81
d. $6.26

57. The following data pertain to Thome Corp. for the
calendar year 1988:
Net income
Dividends paid on common stock
Common stock outstanding
(unchanged during year)

55. Selected data for two subsidiaries of Dunn Corp. taken
from December 3 1 , 1988 pre-closing trial balances are as
follows:

Shipments to Banks
Shipments from Lamm
Intercompany inventory
profit on total
shipments

Banks Co.
Debit
$ —
200,000
—

300,000 shares

The market price per share of Thome’s common stock at
December 3 1 , 1988 was $12. The price-earnings ratio at
December 31, 1988 was
a.
9.6 to 1.
b. 10.0 to 1.
c. 15.0 to 1.
d. 30.0 to 1.

Lamm Co.
Credit
$150,000
—
50,000

Additional data relating to the December 3 1 , 1988 inven
tory are as follows:
Inventory acquired
from outside parties
$175,000
Inventory acquired from
Lamm
60,000

$240,000
120,000

58. John Holt owns 50% of the common stock of Brett
Corp. Holt paid $25,000 for this stock in 1983. At
December 31, 1988, it was ascertained that Holt’s 50%
stock ownership in Brett had a current value of $185,000.
Brett’s cumulative net income and cash dividends declared
for the five years ended December 3 1 , 1988 were $300,000
and $30,000 respectively. In Holt’s personal statement of
financial condition at December 31, 1988, what amount
should be reported as his net investment in Brett?
a. $ 25,000
b. $160,000
c. $175,000
d. $185,000

$250,000
—

At December 31, 1988, the inventory reported on the
combined balance sheet of the two subsidiaries should be
a. $425,000
b. $435,000
c. $470,000
d. $485,000
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Leasehold improvements — straight-line.
Depreciation is computed to the nearest month.

59. Information with respect to Bruno Co.’s cost of goods
sold for 1988 is as follows:

Inventory, 1/1/88
Production during 1988
Inventory, 12/31/88
Cost of goods sold

Historical
cost
$1,060,000
5,580,000
6,640,000
2 ,520,000
$4,120,000

Salvage values of depreciable assets are immaterial except
for automobiles and trucks which have estimated salvage
values equal to 15% of cost.

Units
20,000

90,000
110,000
40,000
70,000

Other additional information
•

Bruno estimates that the current cost per unit of inventory
was $58 at January 1 , 1988 and $72 at December 3 1 , 1988.
In Bruno’s supplementary information restated into average
current cost, the cost of goods sold for 1988 should be
a. $5,040,000
b. $4,550,000
c. $4,410,000
d. $4,060,000

•

60. In May 1985, Croft Co. filed suit against Walton, Inc.
seeking $950,000 damages for patent infringement. A court
verdict in November 1988 awarded Croft $750,000 in
damages, but Walton’s appeal is not expected to be decided
before 1990. Croft’s counsel believes it is probable that
Croft will be successful against Walton for an estimated
amount in the range between $400,000 and $550,000, with
$500,000 considered the most likely amount. What amount
should Croft record as revenue from the lawsuit in the year
ended December 31, 1988?
a. $750,000
b. $500,000
c. $400,000
d. $0

•

•
•

•
Num ber 4 (Estimated tim e ----- 45 to 55 minutes)

•

Nan C o.’s property, plant, and equipment and
accumulated depreciation and amortization balances at
December 31, 1987 are:

Land
Buildings
Machinery and equipment
Automobiles and trucks
Leasehold improvements
Totals

Accumulated
Cost
Depreciation
$ 275,000
$ 672,900
2,800,000
1,380,000
367,500
210,000
114,326
108,000
432,000
$5,097,000
$1,262,726

Nan entered into a twelve-year operating lease starting
January 1, 1985. The leasehold improvements were
completed on December 3 1 , 1984 and the facility was
occupied on January 1, 1985.
On January 6, 1988, Nan completed its selfconstruction of a building on its own land. Direct costs
of construction were $1,095,000. Construction of the
building required 15,000 direct labor hours. Nan’s con
struction department has an overhead allocation system
for outside jobs based on an activity denominator of
100,000 direct labor hours, budgeted fixed costs of
$2,500,000, and budgeted variable costs of $27 per
direct labor hour.
On July 1 , 1988, machinery and equipment were pur
chased at a total invoice cost of $325,000. Additional
costs of $23,000 to rectify damage on delivery and
$18,000 for concrete embedding of machinery were
incurred. A wall had to be demolished to enable a large
machine to be moved into the plant. The wall demoli
tion cost $7,000, and rebuilding of the wall cost
$19,000.
On August 3 0 , 1988, Nan purchased a new automobile
for $25,000.
On September 3 0 , 1988, a truck with a cost of $48,000
and a carrying amount of $30,000 on December 31,
1987 was sold for $23,500.
On November 4 , 1988, Nan purchased a tract of land
for investment purposes for $700,000. Nan thinks it
might use the land as a potential future building site.
On December 20, 1988, a machine with a cost of
$17,000, a carrying amount of $2,975 on date of
disposition, and a market value of $4,000 was given
to a corporate officer in partial liquidation of a debt.

—

Required: Detach the tear-out worksheet on page 13.
a. Analyze the changes in each of the property, plant,
and equipment accounts during 1988 by completing
Schedule No. 1.
b.
1. For each asset category, prepare a schedule
showing calculations for depreciation or amortization
expense for the year ended December 31, 1988. Round
computations to the nearest whole dollar.
2.
Analyze the changes in accumulated deprecia
tion and amortization by completing Schedule No. 2.

Additional information follows:

Depreciation and amortization methods and useful lives
Buildings — 150% declining balance; 25 years.
Machinery and equipment — straight-line; 10 years.
Automobiles and trucks — 150% declining balance;
five years, all acquired after 1985.

c. Prepare a schedule showing gain or loss on disposi
tion of property, plant, and equipment.
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Num ber 4 (Tear-out Worksheet)
Uniform Certified Public Accountant Exam ination
November 1989

C andidate’s No. ________
State ___________________
Question No.
4
Page

a.

Nan Co.

Schedule 1

ANALYSIS OF CHANGES IN PROPERTY,
PLANT, AND EQUIPM ENT

For the Year Ended December 31, 1988
Balance
12/31/87
Land

Decrease

Balance
12/31/88

$ 275,000

Buildings

2,800,000

Machinery and equipment

1,380,000

Automobiles and trucks

210,000

Leasehold improvements

432,000

Totals

Increase

$5,097,000

b.2.

Nan Co.

Schedule 2

ANALYSIS O F CHANGES IN ACCUMULATED
DEPRECIATION AND AMORTIZATION

For the Year Ended December 31, 1988
Balance
12/31/87
Buildings

$ 672,900

Machinery and equipment

367,500

Automobiles and trucks

114,326

Leasehold improvements

108,000

Totals

Increase

$1,262,726

13

Decrease

Balance
12/31/88

Examination Questions — November 1989
Num ber 5 (Estimated time — 40 to 50 minutes)
Presented below are the balance sheet accounts of Kern, Inc. as of December 3 1 , 1988 and 1987 and their
net changes.

Assets
Cash
Marketable equity securities, at cost
Allowance to reduce marketable
equity securities to market
Accounts receivable, net
Inventories
Investment in Word Corp., at equity
Property, plant and equipment
Accumulated depreciation
Patent, net
Total assets
Liabilities and Stockholders’ Equity
Accounts payable and accrued liabilities
Note payable, long-term
Deferred income taxes
Common stock, $10 par value
Additional paid-in capital
Retained earnings
Total liabilities and
stockholders’ equity

1988

1987

Net change

$ 471,000
150,000

$ 307,000
250,000

$ 164,000
(100,000)

(10,000)
550,000
810,000
420,000
1,145,000
(345,000)
109,000
$3,300,000

(25,000)
515,000
890,000
390,000
1,070,000
(280,000)
118,000
$3,235,000

$

$ 845,000
600,000
190,000
850,000
230,000
585,000

$ 960,000
900,000
190,000
650,000
170,000
365,000

$ (115,000)
(300,000)
—
200,000
60,000
220,000

$3,300,000

$3,235,000

$

15,000
35,000
(80,000)
30,000
75,000
(65,000)
(9,000)
65,000

65,000

Additional information:
•

On January 2 , 1988, Kern sold equipment costing $45,000, with a carrying amount of $28,000, for $18,000
cash.

•

On March 31, 1988, Kern sold one of its marketable equity security holdings for $119,000 cash. There
were no other transactions involving marketable equity securities.

•

On April 15, 1988, Kern issued 20,000 shares of its common stock for cash at $13 per share.

•

On July 1, 1988, Kern purchased equipment for $120,000 cash.

•

Kern’s net income for 1988 is $305,000. Kern paid a cash dividend of $85,000 on October 26, 1988.

•

Kern acquired a 20% interest in Word Corp.’s common stock during 1985. There was no goodwill attributable
to the investment which is appropriately accounted for by the equity method. Word reported net income
of $150,000 for the year ended December 3 1 , 1988. No dividend was paid on Word’s common stock dur
ing 1988.

Required:
Prepare a statement of cash flows for Kem, Inc. for the year ended December 3 1 , 1988 using the indirect
method. A worksheet is not required.
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WRITE YOUR 7-DIGIT CANDIDATE
NUMBER HERE. ONE DIGIT PER BOX.
EXAMINATION IN ACCOUNTING PRACTICE - PART II
November 2, 1989; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:

Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum
Maximum

.................................
.................................
.................................
.................................
..................................

10
10
10
10
10

45
45
45
45
40

55
55
55
55
50

T o ta ls .................................................... .................................

50

220

270

1
2
3
4
5

.............................................................
............................................................
.............................................................
.............................................................
.............................................................

INSTRUCTIONS TO CANDIDATES
F ailure To Follow These Instructions M ay H ave A n A dverse E ffect On Y our E xamination Grade

1.

2.

3.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. THE OBJECTIVE PORTION
OF YOUR EXAMINATION WILL NOT BE
GRADED IF YOU FAIL TO RECORD YOUR
ANSWERS ON THE OBJECTIVE ANSWER SHEET.
Support all problem-type answers with properly
labeled and legible calculations that can be identi
fied as sources of amounts in formal schedules,
entries, worksheets, or other answers, to show how
your final answer was derived. Computation sheets
should identify the question to which they relate,
be placed immediately following the answer to that
question, and be numbered in sequence with the other
pages. Failure to enclose supporting calculations may
result in loss of grading points because it may be
impossible to determine how your amounts were
computed.

4.

For Question Number 4 be sure to include the com
pleted tear-out worksheet in the proper sequence with
other answer sheets.

5.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

6.

WRITE YOUR 7-DIGIT CANDIDATE NUMBER IN
THE SPACE PROVIDED AT THE UPPER RIGHT
HAND CORNER OF THIS PAGE.

7.

YOU MUST HAND IN YOUR EXAMINATION
BOOKLET AND ANSWER PAPERS BEFORE
LEAVING THE EXAMINATION ROOM. YOUR
EXAMINATION WILL NOT BE GRADED UNLESS
YOUR EXAMINATION BOOKLET AND ANSWER
PAPERS ARE HANDED IN.

8.

IF YOU WANT YOUR EXAMINATION BOOKLET
MAILED TO YOU, WRITE YOUR NAME AND
ADDRESS IN THE SPACE PROVIDED ON THE
BACK COVER PAGE AND PLACE 45 CENTS
POSTAGE IN THE SPACE PROVIDED, UNLESS
OTHERWISE INSTRUCTED. EXAMINATION
BOOKLETS WILL BE DISTRIBUTED NO SOONER
THAN THE DAY FOLLOWING THE ADMINIS
TRATION OF THIS EXAMINATION.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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2. Ross Corp. was organized on January 1, 1988. At
December 31, 1988, Ross had the following investment
portfolio of marketable equity securities:

Instructions
Questions Num ber 1, 2, and 3 each consist of 20
multiple choice items. Select the best answer for each of
the items. Use a soft pencil, preferably No. 2, to blacken
the appropriate circle on the separate printed answer sheet
to indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

Aggregate cost
Aggregate market value
Net unrealized loss

In current
assets
$300,000
240,000
$ 60,000

In noncurrent
assets
$450,000
370,000
$ 80,000

All of the declines are judged to be temporary. Valuation
allowances at December 31, 1988 should be established
with corresponding charges against

Item
97. Gross billings for merchandise sold by Baker Co. to
its customers last year amounted to $5,260,000; sales
returns and allowances reduced the amounts owed by
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

a.
b.
c.
d.

Income
$0
$ 60,000
$ 80,000
$140,000

Stockholders’
equity
$140,000
$ 80,000
$ 60,000
$0

Answer Sheet
3. Lee Corp. reported the following long-term
marketable equity security on its December 31, 1987
balance sheet:

97.
Num ber 1 (Estimated tim e ----- 45 to 55 minutes)

Neu Corp. common stock, at cost
Less allowance for decline in
market value
Balance

Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Items to be Answered
1. Ral Corp.’s checkbook balance on December 31,
1988 was $5,000. In addition, Ral held the following items
in its safe on that date:
Check payable to Ral Corp., dated
January 2, 1989, in payment of a sale
made in December 1988, not included in
December 31 checkbook balance
Check payable to Ral Corp., deposited
December 15 and included in
December 31 checkbook balance, but re
turned by Bank on December 30 stamped
“ NSF.” The check was redeposited on
January 2, 1989 and cleared on January 9
Check drawn on Ral Corp.’s account,
payable to a vendor, dated and recorded
in Ral’s books on December 31 but not
mailed until January 10, 1989

$100,000
20,000
$ 80,000

At December 31, 1988, the market value of Lee’s invest
ment in the Neu Corp. stock was $85,000. As a result of
the 1988 increase in this stock’s market value, Lee’s 1988
income statement should report
a. An unrealized gain of $5,000.
b. A realized gain of $5,000.
c. An unrealized loss of $15,000.
d. No gain or loss.

$2,000

4.
Key Corp. issued 1,000 shares of its nonvoting pre
ferred stock for all of Lev Corp.’s outstanding common
stock. At the date of the transaction, Key’s nonvoting
preferred stock had a market value of $100 per share, and
Lev’s tangible net assets had a book value of $60,000. In
addition, Key issued 100 shares of its nonvoting preferred
stock to an individual as a finder’s fee for arranging the
transaction. As a result of this capital transaction, Key’s
total net assets would increase by
a. $0
b. $ 60,000
c. $100,000
d. $110,000

500

300

The proper amount to be shown as Cash on Ral’s balance
sheet at December 31, 1988 is
a. $4,800
b. $5,300
c. $6,500
d. $6,800

16

Accounting Practice — Part II
8. Kul Co., which began operations on January 1 , 1988,
appropriately uses the installment sales method of account
ing. The following information is available for 1988:

5.
Lia Co.’s December 3 1 , 1988 balance sheet reported
the following current assets:
Cash
Accounts receivable
Inventories
Total

$ 35,000
60,000
30,000
$125,000

Installment accounts receivable,
December 31, 1988
Deferred gross profit, December 31, 1988
(before recognition of realized gross
profit for 1988)
Gross profit on sales

An analysis of the accounts disclosed that accounts
receivable comprised the following:
Trade accounts
Allowance for uncollectible accounts
Selling price of Lia’s unsold goods sent
to Jax Co. on consignment at 130% of
cost and not included in Lia’s ending
inventory
Total

$400,000

280,000
40%

For the year ended December 31, 1988, cash collections
and realized gross profit on installment sales should be

$48,000
(1,000)

a.
b.
c.
d.

13,000
$60,000

At December 31, 1988, the correct total of Lia’s current
assets is
a. $112,000
b. $115,000
c. $122,000
d. $135,000

Realized gross profit
$120,000
$160,000
$120,000
$160,000

Cash collections
$300,000
$300,000
$200,000
$200,000

9.
Caba Co. recorded the following data pertaining to
raw material Z during March 1989:

Date
1989
March 1
inventory

6.
Par Corp. owns 60% of Sub Corp.’s outstanding
capital stock. On May 1 , 1988, Par advanced Sub $70,000
in cash, which was still outstanding at December 3 1 , 1988.
What portion of this advance should be eliminated in the
preparation of the December 3 1 , 1988 consolidated balance
sheet?
a. $70,000
b. $42,000
c. $28,000
d. $0

Units
Cost
Issued

Received

March 30
purchase

400

$1.00

March 6
issue

200

600

$1.20

On hand

200

800

The moving-weighted-average unit cost of Z inventory at
March 31, 1989 is
a. $1.20
b. $1.15
c. $1.12
d. $1.10

7. The following information pertains to Oro Corp.:
Credit sales for the year ended
December 31, 1988
Credit balance in allowance for
uncollectible accounts at January 1, 1988
Bad debts written off during 1988

10. The following information pertains to an inventory
item:
$450,000
Cost
Estimated selling price
Estimated disposal cost
Normal gross margin
Replacement cost

10,800
18,000

According to past experience, 3 % of Oro’s credit sales have
been uncollectible. After provision is made for bad debt
expense for the year ended December 31, 1988, the
allowance for uncollectible accounts balance would be
a. $ 6,300
b. $13,500
c. $24,300
d. $31,500

$12.00
13.60
.20
2.20
10.90

Under the lower-of-cost-or-market rule, this inventory item
should be valued at
a. $10.70
b. $10.90
c. $11.20
d. $12.00
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11. Seco Corp. was incorporated on January 2 , 1988. The
following information pertains to Seco’s common stock
transactions:

1988
January 2
February 1
July 1
December 1

Number of shares authorized
Number of shares issued
Number of shares reacquired
but not canceled
Two-for-one stock split

15. The first examination of Rudd Corp.’s financial
statements was made for the year ended December 31,
1988. The auditor found that Rudd had purchased another
company in January 1986 and had recorded goodwill of
$100,000 in connection with this purchase. It was deter
mined that the goodwill had an estimated useful life of only
five years because of obsolescence. No amortization of
goodwill had ever been recorded. For the December 31,
1988 financial statements, Rudd should debit

80,000
60,000
5,000

At December 3 1 , 1988, the number of shares of Seco’s com
mon stock outstanding is
a. 150,000
b. 120,000
c. 115,000
d. 110,000

a.
b.
c.
d.

12. In 1980, Rona Corp. issued 5,000 shares of $10 par
value common stock for $100 per share. In 1988, Rona
reacquired 2,000 of its shares at $150 per share from the
estate of one of its deceased officers and immediately
canceled these 2,000 shares. Rona uses the cost method in
accounting for its treasury stock transactions. In connec
tion with the retirement of these 2,000 shares, Rona should
debit

a.
b.
c.
d.

Additional
paid-in capital
$ 20,000
$100,000
$180,000
$280,000

Cost
Market value

Retained
earnings
$280,000
$180,000
$100,000
$0

December 31,
1987
1988
$100,000
$100,000
90,000
120,000

Differences between cost and market values are considered
to be temporary. The decline in market value was properly
accounted for at December 31, 1987. By what amount
should the contra account — unrealized loss in long-term
m arketable equity securities — decrease from
December 31, 1987 to December 31, 1988?
a. $0
b. $10,000
c. $20,000
d. $30,000

17. Gow and Cubb formed a partnership on March 1,
1989 and contributed the following assets:

Gow

14. At December 31, 1987 and 1988, Tri Corp. had
outstanding 2,000 shares of $100 par value 6% cumulative
preferred stock and 10,000 shares of $10 par value com
mon stock. At December 31, 1987, dividends in arrears
on the preferred stock were $6,000. Cash dividends
declared in 1988 totaled $22,000. What amounts were
payable on each class of stock?

Preferred stock
$12,000
$16,000
$18,000
$22,000

Retained
earnings
$100,000
$ 40,000
$0
$0

16. The following information pertains to Plat Corp.’s
long-term marketable equity securities portfolio:

13. On July 1, 1988, Alto Corp. split its common stock
5 for 1 when the market value was $100 per share. Prior
to the split, Alto had 10,000 shares of $10 par value
common stock issued and outstanding. After the split, the
par value of the stock
a. Remained at $10.
b. Was reduced to $8.
c. Was reduced to $5.
d. Was reduced to $2.

a.
b.
c.
d.

Amortization
expense
$0
$20,000
$33,333
$60,000

Cash
Equipment
(market value)

Cubb

$80,000
$50,000

The equipment was subject to a chattel mortgage of $10,000
that was assumed by the partnership. The partners agreed
to share profits and losses equally. Cubb’s capital account
at March 1, 1989 should be
a. $40,000
b. $45,000
c. $50,000
d. $60,000

Common stock
$10,000
$ 6,000
$ 4,000
$0
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18. The December 3 1 , 1988 condensed balance sheet of
Mason & Gross, a partnership, follows:
Current assets
Equipment (net)
Total assets

$125,000
15,000
$140,000

Liabilities
Mason, Capital
Gross, Capital
Total liabilities and capital

$ 10,000
80,000
50,000
$140,000

Number 2 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to a variety of managerial accounting problems.
Items to be Answered

21. The following information pertains to three shipping
terminals operated by Krag Corp.:

Market values at December 31, 1988 are as follows:
Current assets
Equipment
Liabilities

Terminal
Land
Air
Sea

$90,000
30,000
10,000

10

Percentage
o f error
2

4
14

Krag’s internal auditor randomly selects one set of shipping
documents, ascertaining that the set selected contains an
error. The probability that the error occurred in the Land
Terminal is
2%
a.
b. 10%
c. 25%
d. 50%

On January 2 , 1989, the partnership was incorporated and
1,000 shares of $5 par value common stock were issued.
What amount should be credited to additional contributed
capital?
a. $0
b. $105,000
c. $125,000
d. $135,000

22. Mili Co. plans to discontinue a division with a $20,000
contribution to overhead. Overhead allocated to the divi
sion is $50,000, of which $5,000 cannot be eliminated. The
effect of this discontinuance on Mili’s pretax income would
be an increase of
a. $ 5,000
b. $20,000
c. $25,000
d. $30,000

19. Blau and Rubi are partners who share profits and
losses in the ratio of 6:4, respectively. On May 1, 1989,
their respective capital accounts were as follows:
Blau
Rubi

Percentage
o f cargo
handled
50
40

$60,000
50,000

On that date, Lind was admitted as a partner with a onethird interest in capital and profits for an investment of
$40,000. The new partnership began with total capital of
$150,000. Immediately after Lind’s admission, Blau’s
capital should be
a. $50,000
b. $54,000
c. $56,667
d. $60,000

23. Diva Co. wants to establish a selling price that will
yield a gross margin of 40% on sales of a product whose
cost is $12.00 per unit. The selling price should be
a. $16.80
b. $19.20
c. $20.00
d. $30.00

24. Palo Corp. manufactures one product with a standard
direct labor cost of 2 hours at $6.00 per hour. During
March, 500 units were produced using 1,050 hours at $6.10
per hour. The unfavorable direct labor efficiency variance
is
a. $100
b. $105
c. $300
d. $305

20. Beck, the active partner in Beck & Cris, receives an
annual bonus of 25% of partnership net income after
deducting the bonus. For the year ended December 31,
1988, partnership net income before the bonus amounted
to $300,000. Beck’s 1988 bonus should be
a. $56,250
b. $60,000
c. $62,500
d. $75,000
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29.

25. The following information appeared in the account
ing records of a retail store for the year ended December 31,
1988:
Sales
Purchases
Inventories
January 1
December 31
Sales commissions

Direct materials and direct labor
Other variable manufacturing costs
Depreciation of factory building and
manufacturing equipment
Other fixed manufacturing overhead

$300,000
140,000
70,000
100,000
10,000

Direct materials and direct labor
Variable manufacturing overhead
Fixed manufacturing overhead
Variable selling costs

$400,000
90,000
20,000
10,000

The product’s unit cost under direct (variable) costing was
a. $49
b. $50
c. $51
d. $52

The following information pertains to Sisk Co.:
$500,000
150,000

31. In preparing its cash budget for May 1989, Ben Co.
made the following projections:

20,000
35,000

Sales
$3,000,000
Gross margin (based on sales)
25%
Decrease in inventories
140,000
Decrease in accounts payable for inventories 240,000

5,000
30,000

For May 1989, the estimated cash disbursements for
inventories were
a. $2,350,000
b. $2,110,000
c. $2,100,000
d. $1,870,000

Sisk’s breakeven point in number of units is
a. 4,924
b. 5,000
c. 6,250
d. 9,286
28.

80,000
18,000

30. During the month of April, Vane Co. produced and
sold 10,000 units of a product. Manufacturing and selling
costs incurred during April were as follows:

26. Dahl Co. uses a standard costing system in connec
tion with the manufacture of a “ one size fits all” article
of clothing. Each unit of finished product contains 2 yards
of direct material. However, a 20% direct material spoilage
calculated on input quantities occurs during the manu
facturing process. The cost of the direct material is $3 per
yard. The standard direct material cost per unit of finished
product is
a. $4.80
b. $6.00
c. $7.20
d. $7.50

Sales (25,000 units)
Direct materials and direct labor
Factory overhead:
Variable
Fixed
Selling and general expenses:
Variable
Fixed

$700,000
100,000

What amount should be considered product cost for external
reporting purposes?
a. $700,000
b. $800,000
c. $880,000
d. $898,000

The gross margin was
a. $190,000
b. $180,000
c. $160,000
d. $150,000

27.

West Co. ’s 1988 manufacturing costs were as follows:

The following information pertains to Mete Co.:
Sales
Variable costs
Fixed costs

32. In manufacturing its products for the month of March
1989, Elk Co. incurred normal spoilage of $5,000 and
abnormal spoilage of $9,000. How much spoilage cost
should Elk charge as a period cost for the month of March
1989?
a. $0
b. $ 5,000
c. $ 9,000
d. $14,000

$400,000
80,000
20,000

Mete’s breakeven point in sales dollars is
a. $ 20,000
b. $ 25,000
c. $ 80,000
d. $100,000
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Items 33 through 35 are based on the following informa
tion pertaining to Arp C o.’s manufacturing operations:

Inventories

3/1/89

Direct materials
Work-in-process
Finished goods

$36,000
18,000
54,000

Items 37 and 38 are based on the following information
pertaining to Yola C o.’s East Division for 1988:

3/31/89
$30,000
12,000
72,000

Sales
Variable costs
Traceable fixed costs
Average invested capital
Imputed interest rate

$620,000
500,000

100,000
50,000
18%

Additional information for the month of March 1989:
Direct materials purchased
Direct labor payroll
Direct labor rate per hour
Factory overhead rate per direct labor hour

37.

The return on investment was
a. 40.00%
b. 29.00%
c. 18.00%
d.
8.33%

38.

The residual income was
a. $ 3,600
b. $ 9,000
c. $11,000
d. $20,000

$84,000
60,000
7.50
10.00

33.

For
a.
b.
c.
d.

the month of March 1989, prime cost was
$ 90,000
$120,000
$144,000
$150,000

34.

For the month of March 1989, conversion cost was
a. $ 90,000
b. $140,000
c. $144,000
d. $170,000

39. Axe Co. has a job order cost system. The following
debits (credits) appeared in the work-in-process account for
the month of March 1989:

March
1
31
31
31
31

35. For the month of March 1989, cost of goods manufac
tured was
a. $218,000
b. $224,000
c. $230,000
d. $236,000

Description
Balance
Direct materials
Direct labor
Factory overhead
To finished goods

Amount
$ 2,000
12,000
8,000
6,400
(24,000)

Axe applies overhead to production at a predetermined rate
of 80% based on direct labor cost. Job No. 9, the only job
still in process at the end of March 1989, has been charged
with direct labor of $1,000. The amount of direct materials
charged to Job No. 9 was
a. $12,000
b. $ 4,400
c. $ 2,600
d. $ 1,500

36. Kern Co. is planning to invest in a two-year project
that is expected to yield cash flows from operations, net of
income taxes, of $50,000 in the first year and $80,000 in
the second year. Kern requires an internal rate of return
of 15 %. The present value of $1 for one period at 15 % is
0.870 and for two periods at 15% is 0.756. The future value
of $1 for one period at 15% is 1.150 and for two periods
at 15% is 1.323. The maximum that Kern should invest
immediately is
a. $ 81,670
b. $103,980
c. $130,000
d. $163,340

40. Doro Co. is considering the purchase of a $100,000
machine that is expected to result in a decrease of $25,000
per year in cash expenses after taxes. This machine, which
has no residual value, has an estimated useful life of 10 years
and will be depreciated on a straight-line basis. For this
machine, the accounting rate of return based on initial
investment would be
a. 10%
b. 15%
c. 25%
d. 35%
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43. The dividends were declared and received in 1988
from an unrelated taxable domestic corporation in which
Kell owned less than 1% of the investee’s stock. Kell had
no portfolio indebtedness. In its 1988 income tax return,
Kell should claim a dividends-received deduction of
a. $0
b. $ 100
c. $2,100
d. $2,400

Number 3 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to the federal taxation of corporations, partner
ships, and exempt organizations. The answers should
be based on the Internal Revenue Code and Tax Regula
tions in effect for the tax period specified in the item.
If no tax period is specified, use the current Internal
Revenue Code and Tax Regulations.
Items to be Answered

44. All of the contributions were to qualified charitable
organizations. When Kell computes the maximum
allowable deduction for contributions, what percentage of
contribution base income should Kell use?
a. 50%
b. 30%
c. 10%
5%
d.

Items 41 through 46 are based on the following:

Kell Corp.
INCOM E STATEMENT

For the Year Ended December 31, 1988
Sales
Cost of sales
Gross margin
Operating expenses
Operating income
Other income:
Gain on sale of
investments
Life insurance
policy proceeds
Dividends
Total
Other expense:
Contributions
Income before income tax

$900,000
600,000
300,000
250,000
50,000

45. Included in Kell’s operating expenses were the follow
ing life insurance premiums:
Term life insurance premiums paid on the
life of Kell’s controller, with Kell as
owner and beneficiary of the policy
Group-term life insurance premiums paid
on em ployees’ lives, with the
employees’ dependents as owners and
beneficiaries of the policies

$15,000
10,000

3,000

28,000
78,000

$ 2,000

18,000

In its 1988 income tax return, what amount should Kell
deduct for life insurance premiums?
a. $20,000
b. $18,000
c. $ 2,000
d. $0

8,000
$ 70,000

41. The gain on sale of investments resulted from the sale
of stock of an unrelated taxable domestic corporation. This
stock had been purchased in 1980. In its 1988 income tax
return, Kell should claim a long-term capital gain deduc
tion of
a. $0
b. $ 6,000
c. $ 9,000
d. $12,000

46. Included in Kell’s operating expenses is $4,000 for
depreciation of a machine that Kell purchased and placed
in service in January 1988 for use in the active conduct of
Kell’s business. This machine cost $32,000 and has an
estimated useful life of eight years, with no salvage value.
No other fixed assets were acquired during 1988. Kell has
taxable income and wishes to minimize its 1988 income tax
to the fullest possible extent. The proper election was made
in connection with the tax treatment of this machine in Kell’s
1988 income tax return. Excluding normal depreciation,
Kell may expense on this machine a maximum of
a. $0
b. $ 5,000
c. $10,000
d. $32,000

42. The life insurance policy proceeds represent a lump
sum payment in full as a result of the death of Kell’s con
troller. Kell was the owner and beneficiary of this policy.
In its 1988 income tax return, Kell should report taxable
insurance proceeds of
a. $10,000
b. $ 8,000
c. $ 5,000
d. $0
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47. In the computation of a corporation’s taxable income
for a particular year, a net capital loss sustained in that year
is
a. Limited to a maximum deduction of $3,000.
b. Deductible in full.
c. Deductible to a maximum extent of 50%.
d. Not deductible.

52. How does a noncorporate shareholder treat the gain
on a redemption of stock that qualifies as a partial liquida
tion of the distributing corporation?
a. Entirely as capital gain.
b. Entirely as a dividend.
c. Partly as capital gain and partly as a dividend.
d. A s a tax-free transaction.

48. With regard to consolidated returns, which one of the
following statements is correct?
a. The common parent must directly own 51% or
more of the total voting power of all corporations
included in the consolidated return.
b. Of all intercompany dividends paid by the sub
sidiaries to the parent, 70% are excludible from
taxable income on the consolidated return.
c . Only corporations that issue their audited finan
cial statements on a consolidated basis may file
consolidated tax returns.
d. Operating losses of one group member may be
used to offset operating profits of the other
members included in the consolidated return.

53. Rela Associates, a partnership, transferred all of its
assets, with a basis of $300,000, subject to liabilities of
$50,000, to a newly formed corporation in return for all
of the corporation’s stock. Rela then distributed this stock
to the partners in liquidation. In connection with this
incorporation of the partnership, Rela recognizes
a. No gain or loss on the transfer of its assets nor
on the assumption of Rela’s liabilities by the
corporation.
b. Gain on the assumption of Rela’s liabilities by
the corporation.
c. Gain or loss on the transfer of its assets to the
corporation.
d. Gain, but not loss, on the transfer of its assets
to the corporation.
54. On June 1, 1988, Don Kerr received a 10% interest
in the capital of Rev Company, a partnership, for services
rendered. Rev’s net assets at June 1 had a basis o f $35,000
and a fair market value of $50,000. What income must Kerr
include in his 1988 tax return for the partnership interest
transferred to him by the other partners?
a. $5,000 capital gain.
b. $5,000 ordinary income.
c. $3,500 capital gain.
d. $3,500 ordinary income.

49. Ati Corp. has two common stockholders. Ati derives
all of its income from investments in stocks and securities,
and it regularly distributes 51 % of its taxable income as
dividends to its stockholders. Ati is a
a. Personal holding company.
b. Regulated investment company.
c . Corporation subject to the accumulated earnings
tax.
d. Corporation subject to tax only on income not
distributed to stockholders.

55. The following information pertains to Carr’s admis
sion to the Smith & Jones partnership on July 1, 1988:

50. With regard to S corporations and their stockholders,
the “ at risk” rules applicable to losses
a. Depend on the type of income reported by the S
corporation.
b. Are subject to the elections made by the S cor
poration’s stockholders.
c . Take into consideration the S corporation’s ratio
of debt to equity.
d. Apply at the shareholder level rather than at the
corporate level.

51.

Carr’s contribution of capital: 800 shares of Ed
Corp. stock bought in 1975 for $30,000; fair
market value $150,000 on July 1, 1988.
Carr’s interest in capital and profits of Smith
& Jones: 25%.
Fair market value of net assets of Smith & Jones
on July 1, 1988 after Carr’s admission:
$600,000.
Carr’s gain in 1988 on the exchange of the Ed stock for
Carr’s partnership interest was
a. $120,000 ordinary income.
b. $120,000 long-term capital gain.
c. $120,000 Section 1231 gain.
d. $0.

An S corporation may deduct
a. Charitable contributions within the percentage
of income limitation applicable to corporations.
b. Net operating loss carryovers.
c. Foreign income taxes.
d. Compensation of officers.
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59. To qualify as an exempt organization other than an
employees’ qualified pension or profit-sharing trust, the
applicant
a. Is barred from incorporating and issuing capital
stock.
b . Must file a written application with the Internal
Revenue Service.
c. Cannot operate under the “ lodge system’’ under
which payments are made to its members for sick
benefits.
d . Need not be specifically identified as one of the
classes on which exemption is conferred by the
Internal Revenue Code, provided that the
organization’s purposes and activities are of a
nonprofit nature.

56. Doris and Lydia are equal partners in the capital and
profits of Agee & Nolan, but are otherwise unrelated. The
following information pertains to 300 shares of Mast Corp.
stock sold by Lydia to Agee & Nolan:
Year of purchase
Year of sale
Basis (cost)
Sales price (equal to
fair market value)

1980
1988
$9,000
$4,000

The amount of long-term capital loss that Lydia realized
in 1988 on the sale of this stock was
a. $5,000
b. $3,000
c. $2,500
d. $0

60. With regard to unrelated business income of an
exempt organization, which one of the following statements
is correct?
a. An unrelated trade or business activity that results
in a loss is excluded from the definition of
unrelated business.
b. The tax on unrelated business income can be
imposed even if the unrelated business activity
is intermittent and is carried on once a year.
c. An exempt organization is not taxed on
unrelated business income of less than $1,000.
d. An exem pt organization that earns any
unrelated business incom e in excess of
$100,000 during a particular year will lose its
exempt status for that particular year.

57. The basis of property (other than money) distributed
by a partnership to a partner, in complete liquidation of the
partner’s interest, shall be an amount equal to the
a. Fair market value of the property.
b. Book value of the property.
c. Adjusted basis of such partner’s interest in the
partnership, reduced by any money distributed
in the same transaction.
d. Adjusted basis of such partner’s interest in the
partnership, increased by any money distributed
in the same transaction.

58. Which one of the following types of organizations
qualifies as an organization exempt from income tax?
a. An “ action’’ organization established for the
purpose of influencing legislation pertaining to
protection of animal rights.
b. All “ feeder’’ organizations, primarily con
ducting businesses for profit, but distributing
100% of their profits to organizations exempt
from income tax.
c . A social club organized and operated exclusively
for the pleasure and recreation of its members,
supported solely by membership fees, dues, and
assessments.
d. An organization whose purpose is to foster
national or international amateur sports competi
tion by providing athletic facilities and
equipment.
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Required: Detach the tear-out worksheet on page 26

Num ber 4 (Estimated tim e ----- 45 to 55 minutes)

On the tear-out worksheet on page 26, record the
journal entries (without explanations) for the preceding
transactions. With credit amounts placed in parentheses,
insert the amounts in the proper columns for each of the
following funds:

Children’s Agency, a voluntary health and welfare
organization, conducts two programs: Medical Services
Program and Community Information Services Program.
It had the following transactions during the year ended
June 30, 1989:
1. Received the following contributions:
Unrestricted pledges
Restricted cash
Building fund pledges
Endowment fund cash
2.

3.

4.

5.

6.
7.

8.

Collected the following pledges:
Unrestricted
Building fund

Number the journal entries to coincide with the trans
action numbers indicated.
450,000
20,000

Received the following unrestricted
cash revenues:
From theatre party (net of
direct costs)
Bequests
Membership dues
Interest and dividends

12,000
10,000
8,000
5,000

Program expenses incurred
(processed through vouchers payable):
Medical services
Community information services

60,000
15,000

Services expenses incurred
(processed through vouchers payable):
General administration
Fund raising

150,000
200,000

Fixed assets purchased with
unrestricted cash

18,000

Depreciation of all buildings and
equipment in the land, buildings, and
equipment fund was allocated as follows:
Medical services program
Community information services program
General administration
Fund raising
Paid vouchers payable

Current Fund — Unrestricted
Current Fund — Restricted
Land, Buildings, and Equipment Fund
Endowment Fund

$800,000
95,000
50,000
1,000

4,000
3,000
6,000
2,000

330,000
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Candidate’s No. ________
State ___________________
Question No.
4
Page

Number 4 (Tear-out Worksheet)
Accounting P ractice----- Part II
November 1989

Children's Agency
JOURNAL ENTRIES

For the Year Ended June 30, 1989

Account Title

Current Fund
Restricted
Unrestricted
Dr. (Cr.)
Dr. (Cr.)

26

Land, Buildings, and
Equipment Fund
Dr. (Cr.)

Endowment
Fund
Dr. (Cr.)

Accounting Practice — Part II
Number 5 (Estimated tim e----- 40 to 50 minutes)
The following information pertains to Fred and Laura Shaw, a married couple filing a joint federal income tax return for
the calendar year 1988:

Fred, age 73 — cash received in 1988
Salary — employed as an industrial engineer
Gross amount
Amounts withheld
Federal income tax
State income tax
FICA taxes
Medical insurance premiums
Net amount received
Social security benefits
Dividends on life insurance policy
(accumulated net premiums not exceeded)

$80,000
$17,000
4,000
3,380
1,200

25,580
$54,420

12,000
400

Laura, age 61 — cash received in 1988
Salary — from part-time employment
Gross amount
Amounts withheld
Federal income tax
State income tax
FICA taxes
Net amount received
Unemployment compensation benefits

$15,000
$ 2,800

120
1,127

4,047
10,953
600

Cash received jointly in 1988
Proceeds from sale of stock
(Bought in 1970 — basis $9,000)
Dividends from taxable domestic corporations
Interest on U.S. Government Savings Bonds
Total cash received

2,500
527
___ 100
$81,500

Cash disbursed in 1988
Household and miscellaneous personal expenses
State sales taxes substantiated by receipts
Estimated 1988 federal income tax payments
Fee paid to CPA for tax return preparation
Unreimbursed business travel away from home overnight
Continuing professional education courses required to
maintain job skills
Membership dues to Society of Industrial Engineers
Contribution to a national political party
Realty taxes on primary residence
Realty taxes on summer cottage
Mortgage interest on primary residence
Mortgage principal on primary residence
Mortgage interest on summer cottage
(no payments on principal)
Total cash disbursed
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$50,000
1,900
2,000
250
900
700
150
200
3,000
800
2,300
500
1,800
$64,500

Examination Questions — November 1989

Num ber 5 (continued)

Additional information:
•

The 1987 joint federal income tax return showed a tax overpayment of $43, which the Shaws elected to credit to their
1988 estimated tax.

•

The 1987 joint state income tax return showed no balance of tax due or overpayment.

•

In June 1988, Fred donated 500 shares of stock of a listed corporation to a recognized charitable organization. Fred’s
basis for this stock, which was bought in 1975, was $1,100. Fair market value of this stock on the date of the donation
was $1,400.

•

In July 1988, the summer cottage, which was not insured, sustained fire damage. Information pertaining to this property
is as follows:
Basis
Fair market value immediately before the fire
Fair market value immediately after the fire

$40,000

66,000
50,000

•

The Shaws supported their daughter, Doris, who had been disabled since infancy, and who lived in the Shaw household.
Doris had no income. She died on January 2, 1988.

•

Personal exemptions and dependency exemptions are $1,950 each for 1988.

•

The basic standard deduction is $5,000 and the additional standard deduction is $600 for 1988.

Required:
a. Prepare a detailed schedule computing Fred and Laura Shaw’s joint taxable income for 1988. Show each appropriate
item separately in the schedule, and classify each item properly. Any possible alternative treatment should be resolved in
a manner that will minimize 1988 taxable income. Round to the nearest dollar.
b. Assume that Fred and Laura Shaw’s 1988 federal income tax on their 1988 joint taxable income is $16,946 before
tax credits and payments. Compute the net amount of tax payable or net overpayment of tax.
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WRITE YOUR 7-DIGIT CANDIDATE
NUMBER HERE. ONE DIGIT PER BOX.
EXAMINATION IN AUDITING
November 2, 1989; 8:30 A.M. to 12:00 M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:

Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum
Maximum

..................................
..................................
..................................
..................................
..................................

60
10
10
10
10

90
15
15
15
15

110
25
25
25
25

T o ta ls .................................................... ..................................

100

150

210

1
2
3
4
5

.............................................................
.............................................................
.............................................................
.............................................................
.............................................................

INSTRUCTIONS TO CANDIDATES
F ailure T o Follow T hese Instructions M ay H ave An Adverse E ffect O n Y our Examination Grade

1.

2.

3.

the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. THE OBJECTIVE PORTION
OF YOUR EXAMINATION WILL NOT BE
GRADED IF YOU FAIL TO RECORD YOUR
ANSWERS ON THE OBJECTIVE ANSWER SHEET.
A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although

4.

WRITE YOUR 7-DIGIT CANDIDATE NUMBER IN
THE SPACE PROVIDED AT THE UPPER RIGHT
HAND CORNER OF THIS PAGE.

5.

YOU MUST HAND IN YOUR EXAMINATION
BOOKLET AND ANSWER PAPERS BEFORE
LEAVING THE EXAMINATION ROOM. YOUR
EXAMINATION WILL NOT BE GRADED UNLESS
YOUR EXAMINATION BOOKLET AND ANSWER
PAPERS ARE HANDED IN.

6.

IF YOU WANT YOUR EXAMINATION BOOKLET
MAILED TO YOU, WRITE YOUR NAME AND
ADDRESS IN THE SPACE PROVIDED ON THE
BACK COVER PAGE AND PLACE 45 CENTS
POSTAGE IN THE SPACE PROVIDED, UNLESS
OTHERWISE INSTRUCTED. EXAMINATION
BOOKLETS WILL BE DISTRIBUTED NO SOONER
THAN THE DAY FOLLOWING THE ADMINIS
TRATION OF THIS EXAMINATION.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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3.
How are management’s responsibility and the
auditor’s responsibility represented in the standard auditor’s
report?

Num ber 1 (Estimated tim e ----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

a.
b.
c.
d.

Management’s
responsibility
Explicitly
Implicitly
Implicitly
Explicitly

Auditor’s
responsibility
Explicitly
Implicitly
Explicitly
Implicitly

4. Restrictions imposed by a client prohibit the obser
vation of physical inventories, which account for 35 % of
all assets. Alternative audit procedures cannot be applied,
although the auditor was able to examine satisfactory
evidence for all other items in the financial statements. The
auditor should issue a(an)
a. “ Except for’’ qualified opinion.
b. Disclaimer of opinion.
c . Unqualified opinion with a separate explanatory
paragraph.
d. Unqualified opinion with an explanation in the
scope paragraph.

Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all property and equipment acquired
during the year.
b. Charge fair fees based on cost.
c. Exercise due professional care in the perfor
mance of the audit.
d. Count client petty cash funds.

5. When an accountant performs more than one level of
service (for example, a compilation and a review, or a com
pilation and an audit) concerning the financial statements
of a nonpublic entity, the accountant generally should issue
the report that is appropriate for
a. The lowest level of service rendered.
b. The highest level of service rendered.
c. A compilation engagement.
d. A review engagement.

Answer Sheet

96.

Item s to be Answered
6. An accountant who reviews the financial statements
of a nonpublic entity should issue a report stating that a
review
a. Is substantially less in scope than an audit.
b . Provides negative assurance that the internal con
trol structure is functioning as designed.
c. Provides only limited assurance that the finan
cial statements are fairly presented.
d. Is substantially more in scope than a compilation.

1. When a principal auditor decides to make reference
to another auditor’s examination, the principal auditor’s
report should always indicate clearly, in the introductory,
scope, and opinion paragraphs, the
a. Magnitude of the portion of the financial
statements examined by the other auditor.
b . Disclaimer of responsibility concerning the por
tion of the financial statements examined by the
other auditor.
c. Name of the other auditor.
d. Division of responsibility.

7. A limitation on the scope of an auditor’s examination
sufficient to preclude an unqualified opinion will usually
result when management
a. Presents financial statements that are prepared
in accordance with the cash receipts and
disbursements basis of accounting.
b. States that the financial statements are not
intended to be presented in conformity with
generally accepted accounting principles.
c. Does not make the minutes of the Board of Direc
tors’ meetings available to the auditor.
d. Asks the auditor to report on the balance sheet
and not on the other basic financial statements.

2. When there is a significant change in accounting
principle, an auditor’s report should refer to the lack of
consistency in
a. The scope paragraph.
b. An explanatory paragraph between the second
paragraph and the opinion paragraph.
c. The opinion paragraph.
d . An explanatory paragraph following the opinion
paragraph.
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12. Does an auditor make the following representations
explicitly or implicitly when issuing the standard auditor’s
report on comparative financial statements?

8.
Grant Company’s financial statements adequately
disclose uncertainties that concern future events, the out
come of which are not susceptible of reasonable estima
tion. The auditor’s report should include a(an)
a. Unqualified opinion.
b. “ Subject to” qualified opinion.
c. “ Except for” qualified opinion.
d. Adverse opinion.

a.
b.
c.
d.

9.
An auditor concludes that there is substantial doubt
about an entity’s ability to continue as a going concern for
a reasonable period of time. If the entity’s disclosures con
cerning this matter are adequate, the audit report may
include a(an)

a.
b.
c.
d.

Disclaimer
o f opinion
Yes
No
No
Yes

a.
b.
c.
d.

Examination o f
evidence on a
test basis
Explicitly
Implicitly
Explicitly
Implicitly

13. An auditor should disclose the substantive reasons for
expressing an adverse opinion in an explanatory paragraph
a. Preceding the scope paragraph.
b. Preceding the opinion paragraph.
c. Following the opinion paragraph.
d. Within the notes to the financial statements.

“Except fo r ”
qualified opinion
Yes
No
Yes
No

14. When management does not provide reasonable
justification that a change in accounting principle is
preferable and it presents comparative financial statements,
the auditor should express a qualified opinion
a. Only in the year of the accounting principle
change.
b. Each year that the financial statements initially
reflecting the change are presented.
c. Each year until management changes back to the
accounting principle formerly used.
d. Only if the change is to an accounting principle
that is not generally accepted.

10. An auditor may issue a qualified opinion under which
of the following circumstances?

Lack o f sufficient
competent
evidential matter
Yes
Yes
No
No

Consistent
application o f
accounting principles
Explicitly
Implicitly
Implicitly
Explicitly

Restrictions on the
scope o f the audit
Yes
No
Yes
No

15. When an accountant compiles a nonpublic entity’s
financial statements that omit substantially all disclosures
required by generally accepted accounting principles, the
accountant should indicate in the compilation report that
the financial statements are
a. Restricted for internal use only by the entity’s
management.
b. Not to be given to financial institutions for the
purpose of obtaining credit.
c. Compiled in conformity with a comprehensive
basis of accounting other than generally accepted
accounting principles.
d. Not designed for those who are uninformed about
the omitted disclosures.

11. When reporting on comparative financial statements,
an auditor ordinarily should change the previously issued
opinion on the prior year’s financial statements if
a. The prior year’s opinion was unqualified and the
opinion on the current year’s financial statements
is modified due to a lack of consistency.
b. The prior year’s financial statements are restated
following a pooling of interests in the current
year.
c. The prior year’s financial statements are restated
to conform with generally accepted accounting
principles.
d. The auditor is a predecessor auditor who has been
requested by a former client to reissue the
previously issued report.

16. When an independent CPA is associated with the
financial statements of a publicly held entity but has not
audited or reviewed such statements, the appropriate form
of report to be issued must include a(an)
a. Compilation report.
b. Disclaimer of opinion.
c. Unaudited association report.
d. Qualified opinion.
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21. When an accountant examines a financial forecast that
fails to disclose several significant assumptions used to
prepare the forecast, the accountant should describe the
assumptions in the accountant’s report and issue a(an)
a. “ Except for’’ qualified opinion.
b. “ Subject to’’ qualified opinion.
c . Unqualified opinion with a separate explanatory
paragraph.
d. Adverse opinion.

17. The objective of a review of interim financial infor
mation is to provide an accountant with a basis for report
ing whether
a. The financial statements are presented fairly in
accordance with generally accepted accounting
principles.
b. A reasonable basis exists for expressing an
updated opinion regarding the financial
statements that were previously audited.
c. Material modifications should be made to con
form with generally accepted accounting
principles.
d. The financial statements are presented fairly in
accordance with standards of interim reporting.

22. Soon after Boyd’s audit report was issued, Boyd
learned of certain related party transactions that occurred
during the year under audit. These transactions were not
disclosed in the notes to the financial statements. Boyd
should
a. Plan to audit the transactions during the next
engagement.
b. Recall all copies of the audited financial
statements.
c . Determine whether the lack of disclosure would
affect the auditor’s report.
d. Ask the client to disclose the transactions in
subsequent interim statements.

18. When an auditor is requested to express an opinion
on the rental and royalty income of an entity, the auditor may
a. Not accept the engagement because to do so
would be tantamount to agreeing to issue a
piecemeal opinion.
b . Not accept the engagement unless also engaged
to audit the full financial statements of the entity.
c. Accept the engagement provided the auditor’s
opinion is expressed in a special report.
d. Accept the engagement provided distribution of
the auditor’s report is limited to the entity’s
management.

23. A former client requests a predecessor auditor to
reissue an audit report on a prior period’s financial
statements. The financial statements are not restated and
the report is not revised. What date(s) should the
predecessor auditor use in the reissued report?
a. The date of the prior-period report.
b. The date of the client’s request.
c. The date of reissue.
d. The dual-dates.

19. Negative assurance may be expressed when an
accountant is requested to report on the
a. Compilation of prospective financial statements.
b. Compliance with the provisions of the Foreign
Corrupt Practices Act.
c. Results of applying agreed-upon procedures to
an account within unaudited financial statements.
d. Audit of historical financial statements.

24. Management of Hill Company has decided not to
account for a material transaction in accordance with the
provisions of an FASB Standard. In setting forth its reasons
in a note to the financial statements, management has clearly
demonstrated that due to unusual circumstances the financial
statements presented in accordance with the FASB Stan
dard would be misleading. The auditor’s report should
include a separate explanatory paragraph and contain a(an)
a. “ Except for” qualified opinion.
b. “ Subject to” qualified opinion.
c. Adverse opinion.
d. Unqualified opinion.

20. When an accountant compiles projected financial
statements, the accountant’s report should include a separate
paragraph that
a. Describes the differences between a projection
and a forecast.
b. Identifies the accounting principles used by
management.
c . Expresses limited assurance that the actual results
may be within the projection’s range.
d. Describes the limitations on the projection’s
usefulness.

32

Auditing

30. Which of the following documentation is required for
an audit in accordance with generally accepted auditing
standards?
a. An internal control questionnaire.
b. A client engagement letter.
c. A planning memorandum or checklist.
d. A client representation letter.

25. If information accompanying the basic financial
statements in an auditor-submitted document has been sub
jected to auditing procedures, the auditor may express an
opinion that the accompanying information is fairly stated in
a. Conformity with generally accepted accounting
principles.
b. All material respects in relation to the basic finan
cial statements taken as a whole.
c. Conformity with standards established by the
AICPA.
d. Accordance with generally accepted auditing
standards.

31. When an accounting application is processed by com
puter, an auditor can not verify the reliable operation of
programmed control procedures by
a. Manually comparing detail transaction files used
by an edit program to the program’s generated
error listings to determine that errors were
properly identified by the edit program.
b . Constructing a processing system for accounting
applications and processing actual data from
throughout the period through both the client’s
program and the auditor’s program.
c. Manually reperforming, as of a point in time, the
processing of input data and comparing the
simulated results to the actual results.
d . Periodically submitting auditor-prepared test data
to the same computer process and evaluating the
results.

26. When using the work of a specialist, an auditor may
refer to and identify the specialist in the auditor’s report
if the
a. Auditor wishes to indicate a division of
responsibility.
b. Specialist’s work provides the auditor greater
assurance of reliability.
c . Auditor expresses an adverse opinion as a result
of the specialist’s findings.
d. Specialist is not independent of the client.
27. Negative confirmation of accounts receivable is less
effective than positive confirmation of accounts receivable
because
a. A majority of recipients usually lack the will
ingness to respond objectively.
b. Some recipients may report incorrect balances
that require extensive follow-up.
c . The auditor can not infer that all nonrespondents
have verified their account information.
d . Negative confirmations do not produce eviden
tial matter that is statistically quantifiable.

32. To obtain evidence that user identification and
password controls are functioning as designed, an auditor
would most likely
a. Attempt to sign-on to the system using invalid
user identifications and passwords.
b. Write a computer program that simulates the
logic of the client’s access control software.
c. Extract a random sample of processed trans
actions and ensure that the transactions were
appropriately authorized.
d . Examine statements signed by employees stating
that they have not divulged their user identifica
tions and passwords to any other person.

28. An auditor’s program to examine long-term debt
should include steps that require
a. Examining bond trust indentures.
b. Inspecting the accounts payable subsidiary
ledger.
c . Investigating credits to the bond interest income
account.
d. Verifying the existence of the bondholders.

33. While performing a substantive test of details during
an audit, the auditor determined that the sample results sup
ported the conclusion that the recorded account balance was
materially misstated. It was, in fact, not materially mis
stated. This situation illustrates the risk of
a. Incorrect rejection.
b. Incorrect acceptance.
c. Overreliance.
d. Underreliance.

29. Which of the following audit procedures would most
likely assist an auditor in identifying conditions and events
that may indicate there could be substantial doubt about an
entity’s ability to continue as a going conern?
a. Review compliance with the terms of debt
agreements.
b . Confirmation of accounts receivable from prin
cipal customers.
c. Reconciliation of interest expense with debt
outstanding.
d. Confirmation of bank balances.

34. Which of the following would be designed to estimate
a numerical measurement of a population, such as a dollar
value?
a. Sampling for variables.
b. Sampling for attributes.
c. Discovery sampling.
d. Numerical sampling.
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39. When obtaining an understanding of an entity’s con
trol environment, an auditor should concentrate on the
substance of management’s policies and procedures rather
than their form because
a. The auditor may believe that the policies and pro
cedures are inappropriate for that particular
entity.
b. The board of directors may not be aware of
management’s attitude toward the control
environment.
c. Management may establish appropriate policies
and procedures but not act on them.
d. The policies and procedures may be so weak that
no reliance is contemplated by the auditor.

35. Before performing a review of a nonpublic entity’s
financial statements, an accountant should
a. Complete a series of inquiries concerning the
entity’s procedures for recording, classifying,
and summarizing transactions.
b. Apply analytical procedures to provide limited
assurance that no material modifications should
be made to the financial statements.
c. Obtain a sufficient level of knowledge of the
accounting principles and practices of the
industry in which the entity operates.
d. Inquire whether management has omitted
substantially all of the disclosures required by
generally accepted accounting principles.

36. An auditor uses the knowledge provided by the
understanding of the internal control structure and the
assessed level of control risk primarily to
a. Determine whether procedures and records con
cerning the safeguarding of assets are reliable.
b . Ascertain whether the opportunities to allow any
person to both perpetrate and conceal irregu
larities are minimized.
c. Modify the initial assessments of inherent risk
and preliminary judgments about materiality
levels.
d. Determine the nature, timing, and extent of
substantive tests for financial statement
assertions.

40. After obtaining an understanding of an entity’s internal
control structure and assessing control risk, an auditor may
next
a. Perform tests of controls to verify management’s
assertions that are embodied in the financial
statements.
b. Consider whether evidential matter is available
to support a further reduction in the assessed level
of control risk.
c . Apply analytical procedures as substantive tests
to validate the assessed level of control risk.
d. Evaluate whether the internal control structure
policies and procedures detected material
misstatements in the financial statements.

37. An auditor’s flowchart of a client’s accounting system
is a diagrammatic representation that depicts the auditor’s
a. Program for tests of controls.
b. Understanding of the system.
c. Understanding of the types of irregularities that
are probable, given the present system.
d . Documentation of the study and evaluation of the
system.

41. An auditor is least likely to test the internal controls
that provide for
a. Approval of the purchase and sale of marketable
securities.
b. Classification of revenue and expense trans
actions by product line.
c. Segregation of the functions of recording
disbursements and reconciling the bank account.
d. Comparison of receiving reports and vendors’
invoices with purchase orders.

38. Computer systems are typically supported by a variety
of utility software packages that are important to an auditor
because they
a. May enable unauthorized changes to data files
if not properly controlled.
b . Are very versatile programs that can be used on
hardware of many manufacturers.
c. May be significant components of a client’s
application programs.
d. Are written specifically to enable auditors to
extract and sort data.

42. The possibility of erasing a large amount of informa
tion stored on magnetic tape most likely would be reduced
by the use of
a. File protection rings.
b. Check digits.
c. Completeness tests.
d. Conversion verification.
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43. Which of the following most likely represents a
weakness in the internal control structure of an EDP system?
a. The systems analyst reviews output and controls
the distribution of output from the EDP
department.
b. The accounts payable clerk prepares data for
computer processing and enters the data into the
computer.
c. The systems programmer designs the operating
and control functions of programs and par
ticipates in testing operating systems.
d. The control clerk establishes control over data
received by the EDP department and reconciles
control totals after processing.

47. An auditor’s tests of controls over the issuance of raw
materials to production would most likely include
a. Reconciling raw materials and work in process
perpetual inventory records to general ledger
balances.
b . Inquiring of the custodian about the procedures
followed when defective materials are received
from vendors.
c . Observing that raw materials are stored in secure
areas and that storeroom security is supervised
by a responsible individual.
d. Examining material requisitions and reperform
ing client controls designed to process and record
issuances.

44. Evidential matter concerning proper segregation of
duties ordinarily is best obtained by
a. Inspection of third-party documents containing
the initials of who applied control procedures.
b . Direct personal observation of the employee who
applies control procedures.
c. Preparation of a flowchart of duties performed
and available personnel.
d. Making inquiries of co-workers about the
employee who applies control procedures.

48. A weakness in internal control over recording
retirements of equipment may cause an auditor to
a. Trace additions to the ‘‘other assets’’ account to
search for equipment that is still on hand but no
longer being used.
b. Select certain items of equipment from the
accounting records and locate them in the plant.
c. Inspect certain items of equipment in the plant
and trace those items to the accounting records.
d . Review the subsidiary ledger to ascertain whether
depreciation was taken on each item of equipment
during the year.

45. An internal control narrative indicates that an
approved voucher is required to support every check request
for payment of merchandise. Which of the following pro
cedures provides the greatest assurance that this control is
operating effectively?
a. Select and examine vouchers and ascertain that
the related cancelled checks are dated no later
than the vouchers.
b . Select and examine vouchers and ascertain that
the related cancelled checks are dated no earlier
than the vouchers.
c . Select and examine cancelled checks and ascer
tain that the related vouchers are dated no earlier
than the checks.
d . Select and examine cancelled checks and ascer
tain that the related vouchers are dated no later
than the checks.

49. The third general standard states that due care is to
be exercised in the performance of an audit. This standard
is generally interpreted to require
a. Objective review of the adequacy of the technical
training and proficiency of firm personnel.
b. Critical review of work done at every level of
supervision.
c. Thorough review of the existing internal control
structure.
d. Periodic review of a CPA firm’s quality control
procedures.

50. An accountant’s report expressing an opinion on an
entity’s internal controls should
a . Briefly explain the broad objectives and inherent
limitations of internal control.
b. State that the study and evaluation of the inter
nal controls was conducted in accordance with
generally accepted auditing standards.
c. Clearly disclaim responsibility for the establish
ment and maintenance of the internal controls.
d. Include an opinion concerning management’s
assertions about whether the cost of correcting
any material weaknesses would exceed the
benefits of reducing the risk of errors and
irregularities.

46. For effective internal control purposes, the vouchers
payable department generally should
a. Stamp, perforate, or otherwise cancel support
ing documentation after payment is mailed.
b . Ascertain that each requisition is approved as to
price, quantity, and quality by an authorized
employee.
c . Obliterate the quantity ordered on the receiving
department copy of the purchase order.
d . Establish the agreement of the vendor’s invoice
with the receiving report and purchase order.
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55. Which of the following symbolic representations
indicates that new payroll transactions and the old payroll
file have been used to prepare payroll checks, prepare a
printed payroll journal, and generate a new payroll file?

51. An accountant has been engaged to report on an
entity’s internal controls without performing an audit of the
financial statements. What restrictions, if any, should the
accountant place on the use of this report?
a. This report should be restricted for use by
management.
b. This report should be restricted for use by the
audit committee.
c. This report should be restricted for use by a
specified regulatory agency.
d. The accountant does not need to place any restric
tions on the use of this report.

a.

52. Which of the following combinations results in a
decrease in sample size in a sample for attributes?

a.
b.
c.
d.

Risk o f
Tolerable Expected population
deviation rate
rate
overreliance
Increase
Increase
Decrease
Decrease
Increase
Decrease
Decrease
Increase
Increase
Increase
Increase
Increase

b.

53. What is an auditor’s evaluation of a statistical sample
for attributes when a test of 100 documents results in 4
deviations if tolerable rate is 5%, the expected population
deviation rate is 3%, and the allowance for sampling risk
is 2%?
a. Accept the sample results as support for planned
reliance on the control because the tolerable rate
less the allowance for sampling risk equals the
expected population deviation rate.
b . Modify planned reliance on the control because
the sample deviation rate plus the allowance for
sampling risk exceeds the tolerable rate.
c . Modify planned reliance on the control because
the tolerable rate plus the allowance for sampling
risk exceeds the expected population deviation
rate.
d . Accept the sample results as support for planned
reliance on the control because the sample devia
tion rate plus the allowance for sampling risk
exceeds the tolerable rate.

c.

d

54. A principal advantage of statistical methods of
attribute sampling over nonstatistical methods is that they
provide a scientific basis for planning the
a. Risk of overreliance.
b. Tolerable rate.
c. Expected population deviation rate.
d. Sample size.
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60. If specific information comes to an auditor’s atten
tion that implies the existence of possible illegal acts that
could have a material, but indirect effect on the financial
statements, the auditor should next
a. Apply audit procedures specifically directed to
ascertaining whether an illegal act has occured.
b . Seek the advice of an informed expert qualified
to practice law as to possible contingent
liabilities.
c. Report the matter to an appropriate level of
management at least one level above those
involved.
d . Discuss the evidence with the client’s audit com
mittee, or others with equivalent authority and
responsibility.

56. The profession’s ethical standards would most likely
be considered to have been violated when a CPA
a. Continued an audit engagement after the com
mencement of litigation against the CPA alleg
ing excessive fees filed in a stockholders’
derivative action.
b . Represented to a potential client that the CPA’s
fees were substantially lower than the fees
charged by other CPAs for comparable services.
c. Issued a report on a financial forecast that omitted
a caution regarding achievability.
d . Accepted an MAS consultation engagement con
cerning data processing services for which the
CPA lacked independence.
57. If requested to perform a review engagement for a
nonpublic entity in which an accountant has an immaterial
direct financial interest, the accountant is
a. Independent because the financial interest is
immaterial and, therefore, may issue a review
report.
b. Not independent and, therefore, may not be
associated with the financial statements.
c. Not independent and, therefore, may not issue
a review report.
d. Not independent and, therefore, may issue a
review report, but may not issue an auditor’s
opinion.

Num ber 2 (Estimated tim e ----- 15 to 25 minutes)
Bell, CPA, was engaged to audit the financial
statements of Kent Company, a continuing audit client. Bell
is about to audit Kent’s payroll transactions. Kent uses an
in-house payroll department to compute payroll data, and
prepare and distribute payroll checks.
During the planning process, Bell determined that the
inherent risk of overstatement of payroll expense is high.
In addition, Bell obtained an understanding of the internal
control structure and assessed control risk at the maximum
level for payroll-related assertions.

58. Reportable conditions are matters that come to an
auditor’s attention, which should be communicated to an
entity’s audit committee because they represent
a . Material irregularities or illegal acts perpetrated
by high-level management.
b. Significant deficiencies in the design or opera
tion of the internal control structure.
c. Flagrant violations of the entity’s documented
conflict-of-interest policies.
d . Intentional attempts by client personnel to limit
the scope of the auditor’s field work.

Required:
Describe the audit procedures Bell should consider
performing in the audit of Kent’s payroll transactions to
address the risk of overstatement. Do not discuss Kent’s
internal control structure.
Num ber 3 (Estimated tim e ----- 15 to 25 minutes)
Analytical procedures consist of evaluations of finan
cial information made by a study of plausible relationships
among both financial and nonfinancial data. They range
from simple comparisons to the use of complex models
involving many relationships and elements of data. They
involve comparisons of recorded amounts, or ratios
developed from recorded amounts, to expectations
developed by the auditors.

59. Which of the following factors is most important con
cerning an auditor’s responsibility to detect errors and
irregularities?
a. The susceptibility of the accounting records to
intentional manipulations, alterations, and the
misapplication of accounting principles.
b. The probability that unreasonable accounting
estimates result from unintentional bias or inten
tional attempts to misstate the financial
statements.
c . The possibility that management fraud, defalca
tions, and the misappropriation of assets may
indicate the existence of illegal acts.
d . The risk that mistakes, falsifications, and omis
sions may cause the financial statements to con
tain material misstatements.

Required:
a. Describe the broad purposes of analytical
procedures.
b. Identify the sources of information from which an
auditor develops expectations.
c. Describe the factors that influence an auditor’s
consideration of the reliability of data for purposes of
achieving audit objectives.
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Inventories

Interest only on 25th
of month, principal
due in full 1/1/92;
no prepayment
penalty

Unsecured

2nd Mortgage
on Park St.
Building
1st Mortgage
on Park St.
Building

Collateral

Paym ent Term s

Interest only on last
Prime
plus 1% day of month, princi
pal due in full 3/5/90
$5,000 principal
12%
plus interest due on
5th of month, due in
full 12/31/99
Due in full 12/31/91
0%

12%

Interest
R ate

300,000

$350,000

$1,310,000 T/B
F

12/5/88

12/31/88

12/25/88

Interest
paid to

Index ________________ K -1

5,642 R

$ 281,333 T/B
$1,406,667 R

3/22/89

Borrowed additional
$100,000 from J. Lott
on 1/7/89

Reclassification entry
for current portion pro
posed (See RJE-3)

Dividend of $80,000
paid 9/2/88 (W/P N-3)
violates a provision of
the debt agreement,
which thereby permits
lender to demand im
mediate payment; lender
has refused to waive this
violation
Prime rate was 8% to
9% during the year

_____ Com m ents_____

Approved By

Prepared By__________ AA

$8,142 T/B
F

F

____________

____ _______________ Initials______ Date

$2,500 NR

A ccrued
Interest
Payable
12/31/88

Five year maturities (for disclosure purposes)
Year end
12/31/89
$ 60,000
12/31/90
260,000
12/31/91
260,000
12/31/92
310,000
12/31/93
60,000
Thereafter
360,000
$1,310,000

Interest costs from long-term debt
Interest expense for year
Average loan balance outstanding

F

200,000 C

100,000 N
12/31/88
$260,000

660,000 C

200,000 C

$ 250,000 CX

Balance
12/31/88

60,000

6/30/88

$ 100,000

1988
Reductions

Required: Identify the deficiencies in the working paper that the engagement supervisor should discover.

Overall conclusions
Long-term debt, accrued interest payable, and
interest expense are correct and complete at 12/31/88

F

50,000 A
2/29/88

100,000

720,000

$300,000 A
1/31/88

1988
B orrowings

50,000 V

$1,170,000 V
F

$

Balance
12/31/87

Tickmark Legend
F
Readded, foots correctly
C Confirmed without exception, W/P K-2
CX Confirmed with exception, W/P K-3
NR Does not recompute correctly
A Agreed to loan agreement, validated bank deposit ticket, and board of directors
authorization, W/P W-7
Agreed to canceled checks and lender’s monthly statements
N
Agreed to cash disbursements journal and canceled check dated 12/31/88, clearing 1/8/89
T/B Traced to working trial balance
V Agreed to 12/31/87 working papers
Agreed interest rate, term, and collateral to copy of note and loan agreement
Agreed to canceled check and board of directors’ authorization, W/P W-7

J. Lott,
majority
stockholder

Lender’s
Capital
Corp.
Gigantic
Building &
Loan Assoc.

First
Commercial
Bank

Lender

American Widgets, Inc.
WORKING PAPERS
December 31, 1988

Number 4 (Estimated tim e ----- 15 to 25 minutes)
The following long-term debt working paper (indexed K -1) was prepared by client personnel and audited by AA, an audit assistant,
during the calendar year 1988 audit of American W idgets, Inc., a continuing audit client. The engagement supervisor is reviewing the
working papers thoroughly.

Auditing

Clerk #2 prepares and sends monthly statements to
patients with unpaid balances. Clerk #2 also prepares the
cash receipts journal and is responsible for the accounts
receivable subsidiary ledger. No other clerical employee
is permitted access to the accounts receivable subsidiary
ledger. Uncollectible accounts are written off by clerk #2
only after the physician who performed the respective ser
vices believes the account to be uncollectible and com
municates the write-off approval to the office manager. The
office manager then issues a write-off memo that clerk #2
processes.
The office manager supervises the clerks, issues write
off memos, schedules appointments for the doctors, makes
bank deposits, reconciles bank statements, and performs
general correspondence duties.
Additional services are performed monthly by a local
accountant who posts summaries prepared by the clerks to
the general ledger, prepares income statements, and files
the appropriate payroll forms and tax returns. The accoun
tant reports directly to the parent corporation.

Num ber 5 (Estimated tim e ----- 15 to 25 minutes)
A CPA’s audit working papers include the narrative
description below of the cash receipts and billing portions
of the internal control structure of Parktown Medical
Center, Inc. Parktown is a small health care provider that
is owned by a publicly held corporation. It employs seven
salaried physicians, ten nurses, three support staff in a com
mon laboratory, and three clerical workers. The clerical
workers perform such tasks as reception, correspondence,
cash receipts, billing, and appointment scheduling and are
adequately bonded. They are referred to in the narrative
as “ office manager,” “ clerk #1,” and “ clerk #2.”
NARRATIVE
Most patients pay for services by cash or check at the
time services are rendered. Credit is not approved by the
clerical staff. The physician who is to perform the respec
tive services approves credit based on an interview. When
credit is approved, the physician files a memo with the bill
ing clerk (clerk #2) to set up the receivable from data
generated by the physician.
The servicing physician prepares a charge slip that is
given to clerk #1 for pricing and preparation of the patient’s
bill. Clerk #1 transmits a copy of the bill to clerk #2 for
preparation of the revenue summary and for posting in the
accounts receivable subsidiary ledger.
The cash receipts functions are performed by clerk #1,
who receives cash and checks directly from patients and
gives each patient a prenumbered cash receipt. Clerk #1
opens the mail and immediately stamps all checks “ for
deposit only” and lists cash and checks for deposit. The
cash and checks are deposited daily by the office manager.
The list of cash and checks together with the related remit
tance advices are forwarded by clerk #1 to clerk #2.
Clerk #1 also serves as receptionist and performs general
correspondence duties.

Required:
Based only on the information in the narrative, describe
the reportable conditions and one resulting misstatement
that could occur and not be prevented or detected by
Parktown’s internal control structure concerning the cash
receipts and billing function. Do not describe how to cor
rect the reportable conditions and potential misstatements.
Use the format illustrated below.

Reportable condition______ Potential misstatement
There is no control to verify Accounts receivable could
that fees are recorded and be overstated and uncollec
billed at authorized rates and tible accounts understated
because o f the lack of
terms.
controls.
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WRITE YOUR 7-DIGIT CANDIDATE
NUMBER HERE. ONE DIGIT PER BOX.
EXAMINATION IN BUSINESS LAW
(Commercial Law)
November 3, 1989; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:

Point
Value

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

.......................
.......................
.......................
.......................
.......................

Totals

Estimated Minutes
Maximum
Minimum

60
10
10
10
10

110
15
15
15
15

130
20
20
20
20

100

170

210

INSTRUCTIONS TO CANDIDATES
F ailure To Follow T hese Instructions M ay H ave An Adverse Effect O n Y our Examination Grade

1.

2.

3.

the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. THE OBJECTIVE PORTION
OF YOUR EXAMINATION WILL NOT BE
GRADED IF YOU FAIL TO RECORD YOUR
ANSWERS ON THE OBJECTIVE ANSWER SHEET.
A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although

4.

WRITE YOUR 7-DIGIT CANDIDATE NUMBER IN
THE SPACE PROVIDED AT THE UPPER RIGHT
HAND CORNER OF THIS PAGE.

5.

YOU MUST HAND IN YOUR EXAMINATION
BOOKLET AND ANSWER PAPERS BEFORE
LEAVING THE EXAMINATION ROOM. YOUR
EXAMINATION WILL NOT BE GRADED UNLESS
YOUR EXAMINATION BOOKLET AND ANSWER
PAPERS ARE HANDED IN.

6.

IF YOU WANT YOUR EXAMINATION BOOKLET
MAILED TO YOU, WRITE YOUR NAME AND
ADDRESS IN THE SPACE PROVIDED ON THE
BACK COVER PAGE AND PLACE 45 CENTS
POSTAGE IN THE SPACE PROVIDED, UNLESS
OTHERWISE INSTRUCTED. EXAMINATION
BOOKLETS WILL BE DISTRIBUTED NO SOONER
THAN THE DAY FOLLOWING THE ADMINIS
TRATION OF THIS EXAMINATION.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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3. Parc contracted with Furn Brothers Corp. to buy hotel
furniture and fixtures on behalf of Global Motor House,
a motel chain. Global instructed Parc to use Parc’s own
name and not to disclose to Furn that Parc was acting on
Global’s behalf. Who is liable to Furn on this contract?

N um ber 1 (Estimated tim e ----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

a.
b.
c.
d.
4.

Item
99. The text o f the letter from Bridge Builders, Inc. to
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel
pipe at today’s quoted price for delivery two
months from today. Your acceptance must be
received in five days.

Parc
Yes
No
Yes
No

Global
No
Yes
Yes
No

A joint venture is a(an)
a. Association limited to no more than two persons
in business for profit.
b. Enterprise of numerous co-owners in a nonprofit
undertaking.
c . Corporate enterprise for a single undertaking of
limited duration.
d. Association of persons engaged as co-owners in
a single undertaking for profit.

5. Which of the following statements regarding a limited
partner is(are) generally correct?

Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.

a.
b.
c.
d.

Answer Sheet
99.

The limited partner
is subject to
personal liability fo r
partnership debts
Yes
Yes
No
No

The limited partner
has the right to take
part in the control
o f the partnership
Yes
No
Yes
No

6. Gillie, Taft, and Dall are partners in an architectural
firm. The partnership agreement is silent about the payment
of salaries and the division o f profits and losses. Gillie works
full-time in the firm, and Taft and Dall each work half-time.
Taft invested $120,000 in the firm, and Gillie and Dall
invested $60,000 each. Dall is responsible for bringing in
50% of the business, and Gillie and Taft 25% each. How
should profits of $120,000 for the year be divided?
a. Gillie $60,000, Taft $30,000, Dall $30,000.
b. Gillie $40,000, Taft $40,000, Dall $40,000.
c. Gillie $30,000, Taft $60,000, Dali $30,000.
d. Gillie $30,000, Taft $30,000, Dali $60,000.

Item s to be Answered
1. A principal and agent relationship requires a
a. Meeting of the minds and consent to act.
b. Specified consideration.
c. Written agreement.
d. Power of attorney.

7.

2.
A principal will not be liable to a third party for a tort
committed by an agent
a. Unless the principal instructed the agent to com
mit the tort.
b. Unless the tort was committed within the scope
of the agency relationship.
c. If the agency agreement limits the principal’s
liability for the agent’s tort.
d. If the tort is also regarded as a criminal act.

A partner’s interest in specific partnership property is

a.
b.
c.
d.
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Assignable to
the partner's
individual creditors
Yes
Yes
No
No

Subject to attachment
by the partner's
individual creditors
Yes
No
Yes
No
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13. Unless the parties have otherwise agreed, an action
for the breach of a contract within the UCC Sales Article
must be commenced within
a. Four years after the cause of action has accrued.
b. Six years after the cause of action has accrued.
c. Four years after the effective date of the contract.
d. Six years after the effective date of the contract.

8.
Harper transferred assets into a trust under which
Drake is entitled to receive the income for life. Upon
Drake’s death, the remaining assets are to be paid to Neal.
In 1988, the trust received rent of $1,000, royalties of
$3,000, cash dividends of $3,000, and proceeds of $7,000
from the sale of stock previously received by the trust as
a stock dividend. Both Drake and Neal are still alive. How
much of the receipts should be distributed to Drake?
a. $ 4,000.
b. $ 8,000.
c. $ 9,000.
d. $16,000.

14. Bradford sold a parcel of land to Jones who promptly
recorded the deed. Bradford then resold the land to Wallace.
In a suit against Bradford by Wallace, recovery will be based
on the theory of
a. Bilateral mistake.
b. Ignorance of the facts.
c. Unilateral mistake.
d. Fraud.

9.
The mailbox rule generally makes acceptance of an
offer effective at the time the acceptance is dispatched. The
mailbox rule does not apply if
a. Both the offeror and offeree are merchants.
b. The offer proposes a sale of real estate.
c. The offer provides that an acceptance shall not
be effective until actually received.
d. The duration of the offer is not in excess of three
months.

10.
be

15. A party to a contract who seeks to rescind the con
tract because of that party’s reliance on the unintentional
but materially false statements of the other party will assert
a. Reformation.
b. Actual fraud.
c. Misrepresentation.
d. Constructive fraud.

For there to be consideration for a contract, there must
a. A bargained-for detriment to the promisor(ee) or
a benefit to the promisee(or).
b. A manifestation of mutual assent.
c. Genuineness o f assent.
d. Substantially equal economic benefits to both
parties.

16. Ward is attempting to introduce oral evidence in an
action relating to a written contract between Ward and
Weaver. Weaver has pleaded the parol evidence rule. Ward
will be prohibited from introducing parol evidence if it
relates to
a. A modification made several days after the con
tract was executed.
b. A change in the meaning of an unambiguous pro
vision in the contract.
c. Fraud in the inducement.
d. An obvious error in drafting.

11. Kent, a 16-year old, purchased a used car from Mint
Motors, Inc. Ten months later, the car was stolen and never
recovered. Which of the following statements is correct?
a. The car’s theft is a defacto ratification of the pur
chase because it is impossible to return the car.
b. Kent may disaffirm the purchase because Kent
is a minor.
c. Kent effectively ratified the purchase because
Kent used the car for an unreasonable period of
time.
d. Kent may disaffirm the purchase because Mint,
a merchant, is subject to the UCC.

12.

17. Jones owned an insurance policy on her life, on which
she paid all the premiums. Smith was named the beneficiary.
Jones died and the insurance company refused to pay the
insurance proceeds to Smith. An action by Smith against
the insurance company for the insurance proceeds will be
a. Successful because Smith is a third party donee
beneficiary.
b. Successful because Smith is a proper assignee of
Jones' rights under the insurance policy.
c. Unsuccessful because Smith was not the owner
of the policy.
d. Unsuccessful because Smith did not pay any of
the premiums.

The Statute of Frauds
a. Prevents the use of oral evidence to contradict
the terms of a written contract.
b. Applies to all contracts having consideration
valued at $500 or more.
c. Requires the independent promise to pay the debt
of another to be in writing.
d. Applies to all real estate leases.
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23.

18. Moss entered into a contract to purchase certain real
property from Shinn. Which of the following statements
is not correct?
a. If Shinn fails to perform the contract, Moss can
obtain specific performance.
b. The contract is nonassignable as a matter of law.
c. The Statute of Frauds applies to the contract.
d. Any amendment to the contract must be agreed
to by both Moss and Shinn.
19. Nagel and Fields entered into a contract in which
Nagel was obligated to deliver certain goods to Fields by
September 10. On September 3, Nagel told Fields that
Nagel had no intention of delivering the goods required by
the contract. Prior to September 10, Fields may successfully
sue Nagel under the doctrine of
a. Promissory estoppel.
b. Accord and satisfaction.
c. Anticipatory repudiation.
d. Substantial performance.

The filing of an involuntary petition in bankruptcy
a. Allows creditors to continue their collection
actions against the debtor while the bankruptcy
action is pending.
b. Terminates liens associated with exempt
property.
c. Stops the enforcement of a judgment lien against
property in the bankruptcy estate.
d. Terminates all security interests in property in
the bankruptcy estate.

24. Which of the following statements is correct concern
ing the voluntary filing of a petition in bankruptcy?
a. The debtor must be insolvent.
b. The petition may be filed by husband and wife
jointly.
c. If the debtor has 12 or more creditors, the
debtor’s unsecured claims must total at least
$5,000.
d. If the debtor has fewer than 12 creditors, the
debtor’s unsecured claims must total at least
$5,000.

20. Bums borrowed $240,000 from Dollar Bank as
additional working capital for his business. Dollar required
that the loan be collateralized to the extent of 20%, and that
an acceptable surety for the entire amount be obtained.
Surety Co. agreed to act as surety on the loan and Bums
pledged $48,000 of negotiable bearer bonds. Bums
defaulted. Which of the following statements is correct?
a. Dollar must first liquidate the collateral before
it can proceed against Surety.
b . Surety is liable in full immediately upon default
by Bums, but will be entitled to the collateral
upon satisfaction of the debt.
c. Dollar must first proceed against Bums and
obtain a judgment before it can proceed against
the collateral.
d. Surety may proceed against Bums for the full
amount of the loan even if Surety settles with
Dollar for a lower amount.

25. Filing a valid petition in bankruptcy acts as an
automatic stay of actions to

a.
b.
c.
d.

21. If a debtor defaults and the debtor’s surety satisfies
the obligation, the surety acquires the right of
a. Subrogation.
b. Primary lien.
c. Indemnification.
d. Satisfaction.

Garnish the
debtor’s wages
Yes
Yes
No
No

Collect alimony
from the debtor
Yes
No
Yes
No

26. Eagle Corp. is a general creditor of Dodd. Dodd filed
a petition in bankruptcy under the liquidation provisions
of the Bankruptcy Code. Eagle wishes to have the bank
ruptcy court either deny Dodd a general discharge or not
have its debt discharged. The discharge will be granted and
it will include Eagle’s debt even if
a. Dodd filed for and received a previous discharge
in bankruptcy under the liquidation provisions
within five years of the filing of the present
petition.
b. Eagle’s debt is unscheduled.
c. Eagle was a secured creditor not fully satisfied
from the proceeds obtained on disposition of the
collateral.
d. Dodd unjustifiably failed to preserve the records
from which Dodd’s financial condition might be
ascertained.

22. Rolf, an individual, filed a voluntary petition in
bankruptcy. A general discharge in bankruptcy will be
denied if Rolf
a. Negligently made preferential transfers to cer
tain creditors within 90 days of filing the petition.
b. Unjustifiably failed to preserve R olfs books and
records.
c. Filed a fraudulent federal income tax return two
years prior to filing the petition.
d. Obtained a loan by using financial statements that
Rolf knew were false.
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31. Which of the following statements is not correct con
cerning federal unemployment insurance?
a. Federal law provides general guidelines, stan
dards, and requirements for the program.
b. The states administer the benefit payments under
the program.
c. The program is funded by taxes imposed on
employers and employees.
d. The federal unemployment tax is calculated as
a fixed percentage of each covered employee’s
salary up to a stated maximum.

27. Which of the following assets would be included in
a debtor’s bankruptcy estate in a liquidation proceeding?
a. Proceeds from a life insurance policy received
90 days after the petition was filed.
b . An inheritance received 270 days after the peti
tion was filed.
c . Property from a divorce settlement received 365
days after the petition was filed.
d. Wages earned by the debtor after the petition was
filed.

28. Which of the following unsecured debts of $500 each
would have the highest relative priority in the distribution
of a bankruptcy estate in a liquidation proceeding?
a. Tax claims of state and municipal governmental
units.
b . Liabilities to employee benefit plans arising from
services rendered during the month preceding the
filing of the petition.
c . Claims owed to customers who gave deposits for
the purchase of undelivered consumer goods.
d. Wages earned by employees during the month
preceding the filing of the petition.

32. An employee will generally be precluded from col
lecting full worker’s compensation benefits when the injury
is caused by

a.
b.
c.
d.

Noncompliance
with the
employer’s rules
No
Yes
No
Yes

An intentional,
self-inflicted
action
No
Yes
Yes
No

33. One of the elements necessary to recover damages if
there has been a material misstatement in a registration state
ment filed pursuant to the Securities Act of 1933 is that the
a. Plaintiff suffered a loss.
b. Plaintiff gave value for the security.
c. Issuer and plaintiff were in privity of contract
with each other.
d. Issuer failed to exercise due care in connection
with the sale of the securities.

29. As an alternative to bankruptcy liquidation, a business
may reorganize under Chapter 11 of the Bankruptcy Code.
Such a reorganization
a. Requires the appointment of a trustee to
administer the debtor organization.
b . May be commenced by filing either a voluntary
or involuntary petition.
c. Never requires the appointment of a creditors’
committee.
d. May not be confirmed unless all creditors accept
the plan.

34. To be successful in a civil action under Section 11 of
the Securities Act of 1933 concerning liability for a
misleading registration statement, the plaintiff must prove

30. Which of the following statements is correct regarding
social security taxes?
a. An individual who received net earnings from
self-employment of $40,000 and wages of
$40,000 in 1989 will be subject to social security
taxes on $80,000.
b. Part of an employee’s social security tax con
tribution qualifies for federal income tax purposes
as a deduction from the employee’s gross income.
c. A self-employed person is subject to social
security taxes based on that person’s gross
earnings from self-employment.
d. An employer who fails to withhold and pay the
employee’s portion of social security taxes
remains primarily liable for the employee’s
share.

a.
b.
c.
d.

Defendant’s intent Plaintiff’s reliance on the
to deceive
registration statement
Yes
Yes
Yes
No
No
Yes
No
No

35. An issuer making an offering under the provisions of
Regulation A of the Securities Act of 1933 must file a(an)
a. Prospectus.
b. Offering statement.
c. Shelf registration.
d. Proxy.
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41. For which of the following negotiable instruments is
a bank not an acceptor?
a. Cashier’s check.
b. Certified check.
c. Certificate of deposit.
d. Bank acceptance.

36. Under the provisions of the Securities Exchange Act
of 1934, a corporation whose common stock is listed on
a national stock exchange
a. Is prohibited from making private placement
offerings.
b. Must submit Form 10-K to the SEC except in
those years in which the corporation has made
a public offering.
c. Must distribute copies of Form 10-K to its
shareholders.
d. Is subject to having the registration of its
securities suspended or revoked.

42. Which of the following is required to make an instru
ment negotiable?
a. Stated date of issue.
b. An indorsement by the payee.
c. Stated location for payment.
d. Payment only in legal tender.

37. Rule 504 o f RegulationD o f the Securities Act of 1933
provides issuers with an exemption from registration for
certain small issues. Which of the following statements is
correct?
a. The rule allows sales to an unlimited number of
investors.
b. The rule requires certain financial information
to be furnished to the investors.
c. The issuer must offer the securities through
general public advertising.
d. The issuer is not required to file anything with
the SEC.

43. Blare bought a house and provided the required funds
in the form of a certified check from a bank. Which of the
following statements correctly describes the legal liability
of Blare and the bank?
a. The bank has accepted; therefore, Blare is
without liability.
b. The bank has not accepted; therefore, Blare has
primary liability.
c. The bank has accepted, but Blare has secondary
liability.
d. The bank has not accepted, but Blare has second
ary liability.

38. Securities available under a private placement made
pursuant to Regulation D of the Securities Act of 1933
a. C annot be subject to the paym ent o f
commissions.
b. Must be sold to accredited institutional investors.
c. Must be sold to fewer than 20 non-accredited
investors.
d. Cannot be the subject o f an immediate
unregistered reoffering to the public.

44. Silver Corp. sold 20 tons of steel to River Corp. with
payment to be by River's check. The price of steel was fluc
tuating daily. Silver requested that the amount of River’s
check be left blank and Silver would fill in the current
market price. River complied with Silver’s request. Within
two days, Silver received River’s check. Although the
market price of 20 tons of steel at the time Silver received
River’s check was $80,000, Silver filled in the check for
$100,000 and negotiated it to Hatch Corp. Hatch took the
check in good faith, without notice of Silver’s act or any
other defense, and in payment of an antecedent debt. River
will
a. Not be liable to Hatch, because the check was
materially altered by Silver.
b. Not be liable to Hatch, because Hatch failed to
give value when it acquired the check from
Silver.
c. Be liable to Hatch for $100,000.
d. Be liable to Hatch, but only for $80,000.

39. Which of the following types of securities are
generally exempt from registration under the Securities Act
of 1933?

a.
b.
c.
d.
40.

Securities o f nonprofit
charitable
organizations
Yes
Yes
No
No

Securities o f savings
and loan
associations
Yes
No
Yes
No

A trade acceptance is an instrument drawn by a
a. Seller obligating the seller or designee to make
payment.
b. Buyer obligating the buyer or designee to make
payment.
c. Seller ordering the buyer or designee to make
payment.
d. Buyer ordering the seller or designee to make
payment.

45. Which of the following factors is least important in
determining whether a manufacturer is strictly liable in tort
for a defective product?
a. The negligence of the manufacturer.
b. The contributory negligence of the plaintiff.
c. Modifications to the product by the wholesaler.
d. Whether the product caused injuries.
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46. Cookie Co. offered to sell Distrib Markets 20,000
pounds of cookies at $1.00 per pound, subject to certain
specified terms for delivery. Distrib replied in writing as
follows:

51. Mayker, Inc. and Oylco contracted to have Oylco be
the exclusive provider of Mayker’s fuel oil for three months.
The stated price was subject to increases of up to a total of
10% if the market price increased. The market price rose
25% and Mayker tripled its normal order. Oylco seeks to
avoid performance. Olyco’s best argument in support of
its position is that
a. There was no meeting of the minds.
b. The contract was unconscionable.
c. The quantity was not definite and certain enough.
d. Mayker ordered amounts of oil unreasonably
greater than its normal requirements.

“ We accept your offer for 20,000 pounds of
cookies at $1.00 per pound, weighing scale to
have valid city certificate.”
Under the UCC
a. A contract was formed between the parties.
b. A contract will be formed only if Cookie agrees
to the weighing scale requirement.
c. No contract was formed because Distrib included
the weighing scale requirement in its reply.
d. No contract was formed because Distrib’s reply
was a counteroffer.

52. Under the UCC Sales Article, if a buyer wrongfully
rejects goods, the aggrieved seller may

47. DaGama bought a used boat from Magellan Marina,
which disclaimed ‘‘any and all warranties” in connection
with the sale. Magellan was unaware that the boat had been
stolen from Colon. DaGama surrendered it to Colon when
confronted with proof of the theft. DaGama sued Magellan.
Who is likely to prevail and why?
a. Magellan, because of the general disclaimer.
b. Magellan, because it was unaware of the theft.
c. DaGama, because the warranty of title has been
breached.
d. DaGama, because Magellan is a merchant.

a.
b.
c.
d.

Resell the goods
and sue fo r damages
Yes
Yes
No
No

Cancel the
agreement
Yes
No
Yes
No

53. Perfection of a security interest permits the secured
party to protect its interest by
a. Avoiding the need to file a financing statement.
b. Preventing another creditor from obtaining a
security interest in the same collateral.
c. Establishing priority over the claims of most
subsequent secured creditors.
d. Denying the debtor the right to possess the
collateral.

48. Which of the following factors is most important in
deciding who bears the risk of loss between merchants when
goods are destroyed during shipment?
a. The agreement of the parties.
b. Whether the goods are perishable.
c. Who has title at the time of the loss.
d. The terms o f applicable insurance policies.
49. On Monday, Wolfe paid Aston Co., a furniture
retailer, $500 for a table. On Thursday, Aston notified
Wolfe that the table was ready to be picked up. On Satur
day, while Aston was still in possession of the table, it was
destroyed in a fire. Who bears the loss of the table?
a. Wolfe, because Wolfe had title to the table at the
time of loss.
b. Aston, unless Wolfe is a merchant.
c. Wolfe, unless Aston breached the contract.
d. Aston, because Wolfe had not yet taken posses
sion of the table.

54. Roth and Dixon both claim a security interest in the
same collateral. Roth’s security interest attached on
January 1 , 1989, and was perfected by filing on March 1,
1989. Dixon’s security interest attached on February 1,
1989, and was perfected on April 1 , 1989, by taking posses
sion of the collateral. Which of the following statements
is correct?
a. Roth’s security interest has priority because Roth
perfected before Dixon perfected.
b. Dixon’s security interest has priority because
Dixon’s interest attached before Roth’s interest
was perfected.
c. Roth’s security interest has priority because
Roth’s security interest attached before Dixon’s
security interest attached.
d. Dixon’s security interest has priority because
Dixon is in possession of the collateral.

50. Under the UCC Secured Transactions Article, for a
security interest to attach, the
a. Debtor must agree to the creation of the security
interest.
b. Creditor must properly file a financing statement.
c. Debtor must be denied all rights in the collateral.
d. Creditor must take and hold the collateral.
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59. McArthur purchased a house for $60,000. The house
is insured for $64,000 and the insurance policy has an 80%
coinsurance provision. Storms caused $12,000 worth of
damage when the house had a fair market value of
$120,000. What maximum amount will McArthur recover
from the insurance company?
a. $ 8,000.
b. $ 9,000.
c. $ 9,600.
d. $12,000.

55. Under the UCC Secured Transactions Article, if a
debtor is in default under a payment obligation secured by
goods, the secured party has the right to

a.
b.
c.
d.

Sell the goods Take possession
o f the goods
Reduce the and apply the
claim to a proceeds toward without judicial
process
the debt
judgment
No
Yes
Yes
Yes
No
Yes
Yes
Yes
No
Yes
Yes
Yes

60. To recover under a property insurance policy, an
insurable interest must exist

56. A buyer of real estate who receives a title insurance
policy will
a. Take title free of all defects.
b. Be able to transfer the policy to a subsequent
buyer of the real estate.
c. Not have coverage for title exceptions listed in
the insurance policy.
d. Not have coverage greater than the amount of any
first mortgage.

a.
b.
c.
d.

57. If a borrower is in default under a purchase money
mortgage loan, the
a. Lender can file suit to have the borrower declared
insolvent.
b. Person who sold the real estate to the borrower
can be forced to assume the mortgage debt.
c. Lender may file suit for foreclosure.
d. Lender may unilaterally obtain title without a
foreclosure suit.

58. Ram Corp. owns a warehouse that has a fair market
value of $280,000. Area Bank holds a first mortgage and
Public Finance holds a second mortgage on the warehouse.
Ram has discontinued payments to Area and Public. As a
result, Area, which has an outstanding mortgage of
$240,000, and Public, which has an outstanding mortgage
of $60,000, have foreclosed on their respective mortgages.
If the warehouse is properly sold to Quincy at a judicial sale
for $280,000, after expenses,
a. Public will receive $40,000 out of the proceeds.
b. Area will receive $224,000 out of the proceeds.
c. Public has a right of redemption after the judicial
sale.
d. Quincy will take the warehouse subject to the
unsatisfied portion of any mortgage.

47

When the policy
is purchased
Yes
Yes
No
No

At the time
o f loss
Yes
No
Yes
No
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Number 2 (Estimated tim e-----15 to 20 minutes)

Number 3 (Estimated tim e-----15 to 20 minutes)

On May 1, 1988, Mary Stein sold a commercial
building to Sam Bean and Bean’s son, Bob, as equal tenants
in common. At the time of the sale, there was a recorded
existing mortgage on the building in favor of Fale Bank.
The mortgage and the note it secured were silent as to
whether the entire amount outstanding on the loan would
become due upon the sale of the building. Sam and Bob did
not assume the mortgage and it was not paid off when they
purchased the building.
On June 1 5 , 1989, Sam died leaving a will naming his
wife, Rita Bean, as the beneficiary of his entire estate,
except for certain stocks which were to be transferred to
a spendthrift trust created for the benefit of Bob. The will
named Rita as the trustee and Bob as the sole beneficiary
of the trust. The provision in the will creating the spend
thrift trust stated in part that:

Astor Inc. purchased the assets of Bell Corp. A con
dition of the purchase agreement required Bell to retain a
CPA to audit Bell’s financial statements. The purpose of
the audit was to determine whether the unaudited financial
statements furnished to Astor fairly presented Bell’s finan
cial position. Bell retained Salam & Co., CPAs, to perform
the audit.
While performing the audit, Salam discovered that
Bell’s bookkeeper had embezzled $500. Salam had some
evidence of other embezzlements by the bookkeeper.
However, Salam decided that the $500 was immaterial and
that the other suspected embezzlements did not require
further investigation. Salam did not discuss the matter with
Bell’s management. Unknown to Salam, the bookkeeper
had, in fact, embezzled large sums of cash from Bell. In
addition, the accounts receivable were significantly
overstated. Salam did not detect the overstatement because
of Salam’s inadvertent failure to follow its audit program.
Despite the foregoing, Salam issued an unqualified
opinion on Bell’s financial statements and furnished a copy
of the audited financial statements to Astor. Unknown to
Salam, Astor required financing to purchase Bell’s assets
and furnished a copy of Bell’s audited financial statements
to City Bank to obtain approval of the loan. Based on Bell’s
audited financial statements, City loaned Astor $600,000.
Astor paid Bell $750,000 to purchase Bell’s assets.
Within six months, Astor began experiencing financial dif
ficulties resulting from the undiscovered embezzlements
and overstated accounts receivable. Astor later defaulted
on the City loan.
City has commenced a lawsuit against Salam based on
the following causes of action:

Payments and distributions to the beneficiary
shall be made only to the beneficiary in person
or upon his personal receipt, and no interest of
the beneficiary in the income or principal of the
trust estate shall be assignable in anticipation
of payment, either by the voluntary or involun
tary act of the beneficiary or by operation of
law, or be liable in any way for die debts of the
beneficiary.
Required:
a. Discuss the personal liability of Sam Bean and Bob
Bean, and the personal liability of Mary Stein, if there is
a default on the mortgage to Fale and a foreclosure sale
results in a deficiency.
b. Discuss the effect Sam Bean’s death will have on
the ownership of the building.
c. Discuss the major purposes/benefits of a spend
thrift trust such as the one created by Sam Bean.
d. Discuss whether
1. A trust may generally be terminated by its
beneficiaries; and
2. The spendthrift trust created by Sam Bean
could be terminated by Bob Bean.

•
•

Constructive fraud
Negligence

Required: In separate paragraphs, discuss whether City
is likely to prevail on the causes of action it has raised, set
ting forth reasons for each conclusion.

48

Business Law

Number 4 (Estimated tim e-----15 to 20 minutes)

Number 5 (Estimated tim e-----15 to 20 minutes)

Anker Corp., a furniture retailer, engaged Best & Co.,
CPAs, to audit Anker’s financial statements for the year
ended December 3 1 , 1988. While reviewing certain trans
actions entered into by Anker during 1988, Best became
concerned with the proper reporting of the following
transactions:

On May 1 2 , 1987, West purchased 6% of Ace Corp.’s
outstanding $3 cumulative preferred stock and 7 % of Ace’s
outstanding common stock. These are the only two classes
of stock authorized by Ace’s charter. Both classes of stock
are traded on a national stock exchange. Ace uses the calen
dar year for financial reporting purposes.
During 1987 and 1988, Ace neither declared dividends
nor recorded dividends in arrears as a liability on its books.
West was disturbed about this and, on February 8 , 1989,
sent a written demand to examine Ace’s books and records
to determine Ace’s financial condition. Ace has refused to
permit West to examine its books and records.
On May 8 , 1989, West lost the stock certificate repre
senting the shares of preferred stock. On May 9 , 1989, West
notified Ace of the lost stock certificate and requested that
Ace issue a new stock certificate. West offered to file an
indemnity bond with Ace and to fulfill any reasonable re
quests made by Ace. Although Ace has no knowledge that
any other party has acquired the lost stock certificate, Ace
refused to issue a new stock certificate or accept the indem
nity bond.
As a result of the foregoing, West has made the follow
ing assertions:

•

•

On September 8, 1988, Crisp Corp., a furniture
manufacturer, signed and mailed a letter offering to sell
Anker 50 pieces of furniture for $9,500. The offer
stated it would remain open until December 2 0 , 1988.
On December 5 , 1988, Crisp mailed a letter revoking
this offer. Anker received Crisp’s revocation the
following day. On December 1 2 , 1988, Anker mailed
its acceptance to Crisp, and Crisp received it on
December 13, 1988.
On December 6 , 1988, Dix Corp. signed and mailed
a letter offering to sell Anker a building for $75,000.
The offer stated that acceptance could only be made
by certified mail, return receipt requested. On
December 1 0 , 1988, Anker telephoned Dix requesting
that Dix keep the offer open until December 2 0 , 1988
because it was review ing D ix ’s offer. On
December 1 2 , 1988, Dix signed and mailed a letter to
Anker indicating that it would hold the offer open until
December 2 0 , 1988. On December 1 9 , 1988, Anker
sent its acceptance to Dix by a private express mail
courier. Anker’s acceptance was received by Dix on
December 20, 1988.

•

•
•

After reviewing the documents concerning the fore
going transactions, Best spoke with Anker’s president who
made the following assertions:
•

•
•

Ace should have recorded the dividends in arrears for
1987 and 1988 as a liability that, in effect, would treat
West as a general creditor to the extent of the dividends
in arrears.
West is entitled to examine Ace’s books and records.
West is entitled to receive a new stock certificate to
replace the lost stock certificate.

Required: In separate paragraphs, discuss West’s asser
tions. Indicate whether such assertions are correct and the
reasons therefor. Do not consider securities laws.

The September 8 , 1988 offer by Crisp was irrevocable
until December 2 0 , 1988, and therefore a contract was
formed by Anker’s acceptance on December 1 2 , 1988.
Dix’s letter dated December 1 2 , 1988 formed an option
contract with Anker.
Anker’s acceptance on December 1 9 , 1988 formed a
contract with Dix.

Required: In separate paragraphs, discuss the assertions
made by Anker’s president. Indicate whether the assertions
are correct and the reasons therefor.
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Number 1 (Estimated tim e---- 90 to 110 minutes)

3.
An investor purchased a bond as a long-term invest
ment on January 2. The investor’s carrying value at the end
of the first year would be highest if the bond was purchased
at a
a. Discount and amortized by the straight-line
method.
b . Discount and amortized by the effective interest
method.
c. Premium and amortized by the straight-line
method.
d . Premium and amortized by the effective interest
method.

Instructions
Select the best answer for each of the following items
relating to a variety of issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate circle
on the separate printed answer sheet to indicate your answer.
M ark only one answer for each item. Answer all items.
Your grade will be based on the total number of correct
answers.
The following is an example of the manner in which
the answer sheet should be marked:

4.
An investor in common stock received dividends in
excess of the investor’s share of investee’s earnings subse
quent to the date of the investment. How will the investor’s
investment account be affected by those dividends under
each of the following accounting methods?

Item
99. The financial statement which summarizes the finan
cial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of cash flows.
d. Retained earnings statement.

a.
b.
c.
d.

Answer Sheet

Cost method
No effect
Decrease
No effect
Decrease

Equity method
No effect
No effect
Decrease
Decrease

99.
5.
On January 2, 1985, a company established a sink
ing fund in connection with an issue of bonds due in 1995.
At December 3 1 , 1988, the independent trustee held cash
in the sinking fund account representing the annual deposits
to the fund and the interest earned on those deposits. How
should the sinking fund be reported in the company’s
classified balance sheet at December 31, 1988?
a. The entire balance in the sinking fund account
should appear as a noncurrent asset.
b. The entire balance in the sinking fund account
should appear as a current asset.
c. The cash in the sinking fund should appear as a
current asset.
d . The accumulated deposits only should appear as
a noncurrent asset.

Items to be Answered

1. According to the FASB’s conceptual framework,
comprehensive income includes which of the following?

a.
b.
c.
d.

Gross margin
No
No
Yes
Yes

Operating income
Yes
No
No
Yes

2. Robin Co. has a marketable equity securities portfolio
classified as noncurrent. None of the holdings enables Robin
to exercise significant influence over an investee. The
aggregate cost exceeds its aggregate market value. The
decline is considered temporary and should be reported as
a(an)
a. Unrealized loss in the income statement.
b. Realized loss in the income statement.
c. Valuation allowance in the noncurrent liability
section of the balance sheet.
d. Valuation allowance in the asset section of the
balance sheet.

6.
On July 1 , 1988, a company obtained a two-year 8%
note receivable for services rendered. At that time the
market rate of interest was 10%. The face amount of the
note and the entire amount of the interest are due on June 30,
1990. Interest receivable at December 31, 1988, was
a. 5% of the face value of the note.
b. 4% of the face value of the note.
c. 5% of the July 1, 1988, present value of the
amount due June 30, 1990.
d. 4% of the July 1, 1988, present value of the
amount due June 30, 1990.
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12. On December 3 1 , 1987, the New Bite Company had
capitalized costs for a new computer software product with
an economic life of four years. Sales for 1988 were ten per
cent of expected total sales of the software. At
December 3 1 , 1988, the software had a net realizable value
equal to eighty percent of the capitalized cost. The unamor
tized cost reported on the December 3 1 , 1988, balance sheet
should be
a. Net realizable value.
b. Ninety percent of net realizable value.
c. Seventy-five percent of capitalized cost.
d. Ninety percent of capitalized cost.

7.
A method of estimating uncollectible accounts that
emphasizes asset valuation rather than income measurement
is the allowance method based on
a. Aging the receivables.
b. Direct write off.
c. Gross sales.
d. Credit sales less returns and allowances.

8.
Shipping costs incurred by a consignor on transfer of
goods to a consignee should be considered as
a. Expense to the consignee.
b. Expense to the consignor.
c. Inventory cost to the consignee.
d. Inventory cost to the consignor.

13. A company receives an advance payment for special
order goods that are to be manufactured and delivered
within six months. The advance payment should be reported
in the company’s balance sheet as a
a. Deferred charge.
b. Contra asset account.
c. Current liability.
d . Noncurrent liability.

9.
The UNO Company was formed on January 2 , 1987,
to sell a single product. Over a two-year period, UNO’s
acquisition costs have increased steadily . Physical quan
tities held in inventory were equal to three months sales at
December 31, 1987, and zero at December 31, 1988.
Assuming the periodic inventory system, the inventory cost
method which reports the highest amount for each of the
following is

a.
b.
c.
d.

Inventory
December 31, 1987
LIFO
LIFO
FIFO
FIFO

14. In a sale-leaseback transaction, the seller-lessee has
retained the property. The gain on the sale should be
recognized at the time of the sale-leaseback when the lease
is classified as a(an)

Cost o f sales
1988
FIFO
LIFO
FIFO
LIFO

a.
b.
c.
d.

10. The original cost of an inventory item is above the
replacement cost and the net realizable value. The replace
ment cost is below the net realizable value less the normal
profit margin. As a result, under the lower of cost or market
method, the inventory item should be reported at the
a. Net realizable value.
b. Net realizable value less the normal profit
margin.
c. Replacement cost.
d. Original cost.

a.
b.
c.
d.

Operating lease
Yes
No
Yes
No

15. A s a result of differences between depreciation for
financial reporting purposes and tax purposes, the finan
cial reporting basis of a company’s plant assets exceeded
the tax basis. Assuming the company had no other tem
porary differences, the company should report a
a. Current tax asset.
b. Current tax payable.
c. Deferred tax asset.
d. Deferred tax liability.

16. The present value of minimum lease payments should
be used by the lessee in determining the amount of a lease
liability under a lease classified by the lessee as a(an)

11. Which of the following costs associated with an in
ternally developed patent should be capitalized?

Research and
development
No
No
Yes
Yes

Capital lease
Yes
No
No
Yes

Patent
registration
Yes
No
No
Yes

a.
b.
c.
d.

52

Capital lease
Yes
Yes
No
No

Operating lease
Yes
No
No
Yes

Accounting Theory
22. Ten thousand shares of $10 par value common stock
were issued initially at $15 per share. Subsequently, one
thousand of these shares were purchased as treasury stock
at $13 per share. The cost method of accounting for treasury
stock is used. What is the effect of the purchase of the
treasury stock on the amount reported in the balance sheet
on each of the following?

17. How would the carrying amount of a bond payable
be affected by amortization of the following?

a.
b.
c.
d.

Discount

Premium

Increase
Decrease
Increase
Decrease

Increase
Decrease
Decrease
Increase

a.
b.
c.
d.

18. Bonds payable issued with scheduled maturities at
various dates are called

a.
b.
c.
d.

Serial bonds
No
No
Yes
Yes

Term bonds
Yes
No
No
Yes

a.
b.
c.
d.

Market value
method
Yes
Yes
No
No

a.
b.
c.
d.

a.
b.
c.
d.

March 1, 1988
No
Yes
No
Yes

Exercised
Yes
No
No
Yes

25. Which of the following would be used in the calcula
tion of the income recognized in the fourth and final year
of a contract accounted for by the percentage-of-completion
method?

21. A corporation declared a dividend, a portion of which
was liquidating. How would this declaration affect each of
the following?

Additional
paid-in capital
Decrease
a.
b.
Decrease
No effect
c.
No effect
d.

Issued
No
No
Yes
Yes

24. On July 1 , 1988, a partnership was formed by Johnson
and Smith. Johnson contributed cash. Smith, previously
a sole proprietor, contributed property other than cash
including realty subject to a mortgage, which was assumed
by the partnership. Smith’s capital account at July 1 , 1988,
should be recorded at
a. Smith’s book value of the property at July 1,
1988.
b. Smith’s book value of the property less the mort
gage payable at July 1, 1988.
c. The fair value of the property less the mortgage
payable at July 1, 1988.
d. The fair value of the property at July 1, 1988.

20. A corporation was organized in January 1988 with
authorized capital of $10 par value common stock. On
February 1, 1988, shares were issued at par for cash. On
March 1 , 1988, the corporation’s attorney accepted 5,000
shares of the common stock in settlement for legal services
with a fair value of $60,000. Additional paid-in capital
would increase on

February 1, 1988
Yes
Yes
No
No

Total stockholders’
equity
No effect
Decrease
No effect
Decrease

23. A corporation issued rights to its existing stockholders
to purchase unissued shares of $10 par value common stock
for $25 per share. The rights were issued for no considera
tion. Additional paid-in capital will be credited when the
rights are

19. When bonds payable are converted into common
stock, any gain or loss would be recognized when using the

Book value
method
Yes
No
No
Yes

Additional
paid-in capital
No effect
No effect
Decrease
Decrease

Retained
earnings
No effect
Decrease
Decrease
No effect

a.
b.
c.
d.
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Actual
total costs
Yes
Yes
No
No

Income previously
recognized
Yes
No
Yes
No
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32. A business combination is accounted for properly as
a pooling of interests. Which of the following expenses
related to effecting the business combination should enter
into the determination of net income of the combined cor
poration for the period in which the expenses are incurred?

26. A bond issued on June 1 , 1988, has interest payment
dates of April 1 and October 1. Bond interest expense for
the year ended December 3 1 , 1988, would be for a period of
a. Three months.
b. Four months.
c. Six months.
d. Seven months.
27. Temporary differences arise when expenses are
deductible for tax purposes

a.
b.
c.
d.

After they are
recognized in
financial income
No
No
Yes
Yes

a.
b.
c.
d.

Before they are
recognized in
financial income
No
Yes
Yes
No

a.
b.
c.
d.

Fully diluted
earnings per share
Decrease
No effect
Decrease
Increase

34. An investment in marketable securities was accounted
for by the cost method. These securities were distributed
to stockholders as a property dividend in a nonreciprocal
transfer. The dividend should be reported at the
a. Fair value of the asset transferred or the recorded
amount of the asset transferred, whichever is
higher.
b . Fair value of the asset transferred or the recorded
amount of the asset transferred, whichever is
lower.
c. Fair value of the asset transferred.
d. Recorded amount of the asset transferred.

29. In a statement of cash flows, proceeds from issuing
equity instruments should be classified as cash inflows from
a. Lending activities.
b. Operating activities.
c. Investing activities.
d. Financing activities.
30. In a statement of cash flows, payments to acquire debt
instruments of other entities (other than cash equivalents)
should be classified as cash outflows for
a. Operating activities.
b. Investing activities.
c. Financing activities.
d. Lending activities.
31. When a company changes the expected service life
of an asset because additional information has been
obtained, which of the following should be reported?

a.
b.
c.
d.

Cumulative effect
o f a change in
accounting principle
No
Yes
Yes
No

Registration fees
Yes
No
No
Yes

33. A supportive argument for the pooling of interests
method of accounting for a business combination is that
a. One company is clearly the dominant and con
tinuing entity.
b. Goodwill is generally a part of any acquisition.
c . A portion of the total cost is assigned to individual
assets acquired on the basis of their fair value.
d. It was developed within the boundaries of the
historical-cost system and is compatible with it.

28. A company’s convertible debt is both a common stock
equivalent and dilutive in determining earnings per share.
What would be the effect of consideration of the convertible
debt in calculating

Primary
earnings per share
Decrease
Increase
No effect
Decrease

Fees o f finders
and consultants
Yes
Yes
No
No

35. For interim financial reporting, the computation of
a company’s second quarter provision for income taxes uses
an effective tax rate expected to be applicable for the full
fiscal year. The effective tax rate should reflect anticipated

Pro forma effects
o f retroactive
application
Yes
No
Yes
No

a.
b.
c.
d.
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Foreign tax rates
No
No
Yes
Yes

Available tax
planning alternatives
Yes
No
No
Yes

Accounting Theory
41.

36. In financial reporting for segments of a business enter
prise, the operating profit or loss of a manufacturing seg
ment includes

a.
b.
c.
d.

Conversion cost
No
a.
b.
No
c.
Yes
d.
Yes

Portion o f general
corporate expense
Yes
No
No
Yes

Interest expense
Yes
Yes
No
No

a.
b.
c.
d.

43. Which of the following variances would be useful in
calling attention to a possible short-term problem in the con
trol of overhead costs?

Dividend payout ratio
Yes
No
No
Yes

a.
b.
c.
d.

38. A development stage enterprise should use the same
generally accepted accounting principles that apply to
established operating enterprises for

a.
b.
c.
d.

39. Personal financial statements should include which
of the following statements?

a.
b.
c.
d.

Financial
condition
No
Yes
Yes
Yes

Changes in
net worth
Yes
No
Yes
Yes

Cash
flows
Yes
No
No
Yes

a.
b.
c.
d.

Volume variance
No
Yes
No
Yes

45. When a flexible budget is used, a decrease in produc
tion levels within a relevant range would
a. Increase total fixed costs.
b. Increase variable cost per unit.
c. Decrease variable cost per unit.
d. Decrease total costs.

40. Which of the following items should be treated in the
same manner in both combined financial statements and
consolidated statements?

Different fiscal periods
No
No
Yes
Yes

Spending variance
No
No
Yes
Yes

44. Actual sales values at the split-off point for joint
products Y and Z are not known. For purposes of allocating
joint costs to products Y and Z, the relative sales value at
split-off method is used. An increase in the costs beyond
split-off occurs for product Z, while those of product Y
remain constant. If the selling prices of finished products
Y and Z remain constant, the percentage of the total joint
costs allocated to Product Y and Product Z would
a. Decrease for Product Y and increase for
Product Z.
b. Decrease for Product Y and Product Z.
c. Increase for Product Y and decrease for Prod
uct Z.
d. Increase for Product Y and Product Z.

Expensing o f costs
when incurred
Yes
No
No
Yes

Deferral o f costs
Yes
Yes
No
No

Prime cost
No
Yes
Yes
No

42. In a job order cost system, the use of indirect materials
previously purchased usually is recorded as a decrease in
a. Stores control.
b. Work-in-process control.
c. Factory overhead control.
d. Factory overhead applied.

37. Which of the following ratios should be used in
evaluating the effectiveness with which the company uses
its assets?

Receivables turnover
Yes
No
Yes
No

Direct labor cost is a

46. In an income statement prepared as an internal report,
total fixed costs normally would be shown separately under

Foreign operations
No
Yes
Yes
No

a.
b.
c.
d.
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Absorption costing
No
No
Yes
Yes

Variable costing
No
Yes
Yes
No
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47. Breakeven analysis assumes that over the relevant
range
a. Unit variable costs are unchanged.
b. Total fixed costs are nonlinear.
c. Unit revenues are nonlinear.
d. Total costs are unchanged.

53. The budgetary fund balance reserved for encum
brances account of a governmental fund type is increased
when
a. A purchase order is approved.
b. Supplies previously ordered are received.
c. Appropriations are recorded.
d. The budget is recorded.

48. The capital budgeting technique known as account
ing rate of return uses

a.
b.
c.
d.

Revenue over
life o f project
No
No
Yes
Yes

54. Fixed assets used by a governmental unit should be
accounted for in the

Depreciation
expense
Yes
No
No
Yes

a.
b.
c.
d.

a.
b.
c.
d.

Profit centers
No
Yes
Yes
No

56. Fixed assets should be accounted for in the general
fixed assets account group for the

a.
b.
c.
d.

50. A company is considering exchanging an old asset for
a new asset. Ignoring income tax considerations, which of
the following is economically relevant to the decision?

Original cost o f
old asset
Yes
a.
b.
Yes
c.
No
d.
No

Fair market value
o f old asset
Yes
No
Yes
No

Enterprise fund
Yes
Yes
No
No

Special revenue fund
No
Yes
Yes
No

57. Customers’ security deposits that cannot be spent for
normal operating purposes were collected by a governmen
tal unit and accounted for in the enterprise fund. A portion
of the amount collected was invested in marketable debt
securities and a portion in marketable equity securities. How
would each portion be classified in the balance sheet?

51. The modified accrual basis of accounting is
appropriate for which of the following fund categories of
a county government?

Governmental
No
a.
b.
No
c.
Yes
d.
Yes

General fund
Yes
No
No
Yes

55. Which of the following funds of a governmental unit
uses the same basis of accounting as the enterprise fund?
a. Nonexpendable trust funds.
b. Expendable trust funds.
c. Special revenue funds.
d. Capital projects funds.

49. A company is analyzing the performance of respon
sibility centers. Controllable revenues would be included
in the performance reports of which of the following types
of responsibility centers?

Investment centers
No
No
Yes
Yes

Capital projects fund
Yes
Yes
No
No

a.
b.
c.
d.

Proprietary
No
Yes
Yes
No

Portion in
marketable debt
securities
Unrestricted asset
Unrestricted asset
Restricted asset
Restricted asset

Portion in
marketable equity
securities
Restricted asset
Unrestricted asset
Unrestricted asset
Restricted asset

58. In a statement of support, revenue, and expenses and
changes in fund balances of a voluntary health and welfare
organization, depreciation expense should
a. Be included as an element of expense.
b. Be included as an element of other changes in
fund balances.
c. Be included as an element of support.
d. Not be included.

52. The estimated revenues control account balance of a
governmental fund type is eliminated when
a. The budgetary accounts are closed.
b. The budget is recorded.
c. Property taxes are recorded.
d. Appropriations are closed.
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Accounting Theory
59. Revenue from educational programs of a hospital
normally would be included in
a. Ancillary service revenue.
b . Patient service revenue.
c. Other nonoperating revenue.
d. Other operating revenue.
60. The comprehensive annual financial report (CAFR)
of a city should contain a combined statement of revenues,
expenditures, and changes in fund balances for

a.
b.
c.
d.

Account
groups
Yes
Yes
No
No

Proprietary
funds
Yes
No
Yes
No
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Number 2 (Estimated tim e-----15 to 25 minutes)

Number 4 (Estimated tim e---- 15 to 25 minutes)

Bristol Company purchased land as a site for construc
tion of a factory. Outside contractors were engaged to:

Essex Company has a single-employer defined benefit
pension plan, and a compensation plan for future vacations
for its employees.

•

Construct the factory.

•

Grade and pave a parking lot adjacent to the factory
for the exclusive use of the factory workers.

Required:
a. Define the interest cost component of net pension
cost for a period. How should Essex determine its interest
cost component of net pension cost for a period?

Operations at the new location began during the year
and normal factory maintenance costs were incurred after
production began.

b. Define prior service cost. How should Essex
account for prior service cost? Why?

Required:
a. Distinguish between capital and revenue
expenditures.

c. What conditions must be met for Essex to accrue
compensation for future vacations? What is the theoretical
rationale for accruing compensation for future vacations?

b. Indicate how expenditures for each of the follow
ing should be accounted for and reported by Bristol at the
time incurred and in subsequent accounting periods.
1. Purchase of land.
2. Construction of factory.
3. Grading and paving parking lot.
4. Payment of normal factory maintenance costs.

Num ber 5 (Estimated tim e ----- 15 to 25 minutes)
Hillside Company had a loss during the year ended
December 31, 1988 that is properly reported as an extra
ordinary item.
On July 1 , 1988, Hillside committed itself to a formal
plan for sale of a business segment. A loss is expected from
the proposed sale. Segment operating losses were incurred
continuously throughout 1988, and were expected to con
tinue until final disposition in 1989. Costs were incurred
in 1988 to relocate segment employees.

Do not discuss capitalization of interest during construc
tion in your response.

Num ber 3 (Estimated time 1 5 ----- 25 minutes)

Required:
a. How should Hillside report the extraordinary item
in its income statement? Why?

Chester Company has the following contingencies:
•

A threat of expropriation exists for one of its manufac
turing plants located in a foreign country. Expropria
tion is deemed to be reasonably possible. Any
compensation from the foreign government would be
less than the carrying amount of the plant.

•

Potential costs exist due to the discovery of a safety
hazard related to one of its products. These costs are
probable and can be reasonably estimated.

•

One of its warehouses located at the base of a moun
tain could no longer be insured against rock-slide
losses. No rock-slide losses have occurred.

b. How should Hillside report the effect of the discon
tinued operations in its 1988 income statement?
c. How should Hillside report the costs that were
incurred to relocate employees of the discontinued segment?
Why?
Do not discuss earnings per share requirem ents.

Required:
a. How should Chester report the threat of expropria
tion of assets? Why?
b. How should Chester report the potential costs due
to the safety hazard? Why?
c. How should Chester report the noninsurable rockslide risk? Why?
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ANSW ERS TO EXAM INATION
ACCOUNTING PRA CTICE - PART I
November 1, 1989; 1:30 to 6:00 p.m .

Answ er 2 (10 points)

A nsw er 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
a
c
d
b
b
a
d
a
d

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
a
a
b
d
c
a
c
d
a

d
d
c
c
c
b
b
b
c
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

Answ er 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
c
b
a
b
c
b
d
d

c
b
b
a
c
a
c
d
d
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
b
c
b
c
a
c
d
b
d

The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct

0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Score

0

1

1½

2

2½

3

3½

4

4½

5

5½

6

6½

7

7½

8

8½

9

9½

10

10

Correct

0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Score

0 1

1½

2

2½

3

3½

4

4½

5

5½

6

6½

7

7½

8

8½

9

9½

10

10

Answer 2

Answer 3
Correct

0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Score

0

1½

2

2½

3

3½

4

4½

5

5½

6

6½

7

7½

8

8½

9

9½

10

10

10
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Answer 4 (10 points)
Candidate’s No. ___
State______________
Question No. 4 Page

a.
Schedule 1

Nan Co.

ANALYSIS O F CHANGES IN PROPERTY,
PLANT, AND EQUIPM ENT
For the Year Ended Decem ber 3 1 , 1988
Balance
12/31/87

Land

$ 275,000

Increase

$

-

$

Buildings

2,800,000

1,875,000

[1]

M achinery and equipment

1,380,000

369,000

[2]

Automobiles and trucks

210,000

25,000

Leasehold improvements

432,000

—

Totals

$5,097,000

[2]

Construction cost of building
Direct costs
Overhead costs
Fixed
(15,000 hours x $25)
Variable (15,000 hours x $27)

$1,095,000

780,000
$1,875,000

Machinery and equipment purchased
Invoice cost
Installation cost (concrete embedding)
Cost o f gaining access to fa ctory ($19,000 + $7,000)
Total acquisition cost

$325,000
18,000
26,000
$369,000

60

-

$ 275,000

—

4,675,000

17,000

1,732,000

48,000

187,000

$65,000

$2,269,000

$375,000
405,000

Balance
12/31/88

—

Explanations o f amounts:

[1]

D ecrease

432,000
$7,301,000

Accounting Practice — Part I

Answer 4 (continued)
b .1.

Nan Co.

SCHEDULE OF DEPRECIATION AND AMORTIZATION EXPENSE
For the Year Ended D ecem ber 31, 1988

Buildings
Carrying amount, 1/1/88 ($2,800,000 — $672,900)
Building completed 1/6/88
Total subject to depreciation
150% declining balance [(100% ÷ 25) x 1.5]
Depreciation for 1988

$2,127,100
1,875,000
4,002,100
x 6%

M achinery and equipment
Balance, 1/1/88
Straight-line (100% ÷ 10)
Purchased 7/1/88
Straight-line (10% x 6/12)
Depreciation for 1988

$1,380,000
x 10%
369,000
x 5%

Automobiles and trucks
Carrying amount, 1/1/88 ($210,000 — $114,326)
Deduct carrying amount, 1/1/88 on
tru ck sold 9/30/88
Amount subject to depreciation
150% declining balance [(100% ÷ 5) x 1.5]
Automobile purchased 8/30/88
150% declining balance (30% x 4/1 2 )
Track sold 9/30/88 — depreciation
for 1988 (1/1 to 9/30/88) ($30,000 x 30% x 9/12)
Depreciation for 1988
Leasehold improvements
Amortization for 1988 ($432,000

12 years)

$240,126

$

$138,000
18,450
$156,450

95,674
30,000
65,674
x 30%
25,000
x 10%

$ 19,702
2,500
6,750
$ 28,952

$36,000
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Answer 4 (continued)
Candidate’s No. ___
State______________
Question No. _4_ Page

b.2.
Schedule 2

Nan Co.

ANALYSIS O F CHANGES IN ACCUMULATED
DEPRECIA TION AND AM ORTIZATION
For the Year Ended Decem ber 3 1 , 1988
Balance
12/31/87

D ecrease

Increase

Balance
12/31/88

$ 913,026

$ 672,900

$240,126

Machinery and equipment

367,500

156,450

14,025

[1]

509,925

Automobiles and trucks

114,326

28,952

24,750

[2]

118,528

Leasehold improvements

108,000

36,000

—

$1,262,726

$461,528

Buildings

Totals

Cost
Carrying Amount
Accumulated Depreciation

$

-

$38,775

[ 1]

[2]

$17,000
2,975
$14,025

$48,000
23,250*
$24,750

*($30,000 -$ 6 ,7 5 0 )

c.

Nan Co.

GAIN ON DISPO SITION O F PROPERTY,
PLANT, AND EQUIPM ENT
For the Year Ended D ecem ber 3 1 ,1 9 8 8

Sale of truck
Machine exchanged for debt

Selling price

Carrying amount

Gain

$23,500
4,000
$27,500

$23,250
2,975
$26,225

250
1,025
$1,275
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144,000
$1,685,479

Accounting Practice — Part I

Answer 5 (10 points)
Kern, Inc.

STATEM ENT O F CASH FLOW S
For the Year Ended D ecem ber 31, 1988
Increase (Decrease) in Cash

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation
Amortization of patent
Loss on sale of equipment
Equity in income of W ord Corp.
Gain on sale of marketable equity securities
Decrease in allowance to reduce
marketable equity securities to market
Increase in accounts receivable
Decrease in inventories
Decrease in accounts payable
and accrued liabilities
Net cash provided by operating activities

$305,000

82,000 [1]
9,000
10,000
(30,000) [2]
(19,000)
(15,000)
(35,000)
80,000
(115,000)
$272,000

Cash flows from investing activities:
Sale of marketable equity securities
Sale o f equipment
Purchase of equipment
Net cash provided by investing activities

$119,000
18,000
(120,000)
17,000

Cash flows from financing activities:
Issuance of common stock
Cash dividend paid
Payment on note payable
Net cash used in financing activities
Net increase in cash
Cash at beginning of year
Cash at end of year

$260,000 [3]
(85,000)
(300,000)
(125,000)
164,000
307,000
$471,000

Explanations o f Amounts:

[1] Depreciation
Net increase in accumulated depreciation
for year ended 12/31/88
Accumulated depreciation on equipment sold
Depreciation for 1988

$ 65,000
17,000
$ 82,000

[2] Equity in income of W ord Corp.
Reported net income for 1988
Kern’s ownership
Equity in income of W ord. Corp. for 1988

$150,000
x 20%
$ 30,000

[3] Issuance of common stock
4/15/88, issued 20,000 shares for cash
at $13 per share

$260,000
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ANSW ERS TO EXAM INATION
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November 2, 1989; 1:30 to 6:00 P.M .
Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

a
b
d
d
c
a
a
a
b
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

A nsw er 2 (10 points)
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
c
d
c
b
b
a
b
b
b

c
c
c
c
a
d
b
b
d
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

A nsw er 3 (10 points)
a
c
d
b
d
b
a
c
c
b

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

a
d
c
c
b
c
d
d
a
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
a
a
b
d
a
c
c
b
c

The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct

0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Score

0

½

1

1½

2

2½

3

3½

4

4½

5

5½

6

6½

7

7½

8

8½

9

9½

10
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0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Score

0

½

1
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Accounting Practice — Part II

Answer 4 (10 points)

Candidate’s No. _______
State _________________
Question No.
4
Page
Children's Agency

JOURNAL ENTRIES
For the Year Ended June 30, 1989
Current Fund
Account Title

U nrestricted
Dr. (Cr.)

1. Pledges receivable
Cash
Contributions

$800,000

2. Cash
Pledges receivable

450,000
(450,000)

(800,000)

3. Cash
Special events support
Legacies and bequests
Membership dues
Investment revenue

35,000
(12,000)
(10,000)
(8,000)
(5,000)

4. Medical services program
Community information services program
Vouchers payable

60,000
15,000
(75,000)

5. Management and general services
Fund raising services
Vouchers payable
6. Transfer to land, buildings,
and equipment fund
Cash
Buildings and equipment
Fund balance — expended

$95,000
(95,000)

(50,000)
20,000
(20,000)

18,000
(18,000)
18,000
(18,000)
15,000
(15,000)
15,000
(15,000)
4,000
3,000
6,000
2,000
(15,000)
330,000
(330,000)
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Endowment
Fund
Dr. (Cr.)

$50,000

150,000
200,000
(350,000)

7. Depreciation expense
Accumulated depreciation
Fund balance — expended
Fund balance — unexpended
Medical services program
Community information services program
Management and general services
Fund raising services
Depreciation expense
8. Vouchers payable
Cash

R estricted
Dr. (Cr.)

Land, Buildings, and
Equipment Fund
Dr. (Cr.)

$1,000
(1,000)

Examination Answers — November 1989

Answer 5 (10 points)
a.

Fred and Laura Shaw

COM PUTATION O F TAXABLE INCOM E
For the Year Ended Decem ber 3 1 , 1988
Income

$80,000
15,000

Salary — Fred
Salary — Laura
Interest
Dividends
Social security benefits (½ o f $12,000)
Unemployment compensation
Long-term capital loss
(Basis $9,000; sales price $2,500;
allowable loss lim ited to $3,000)

100
527

6,000
600

(3,000)
99,227

A djusted gross incom e
Item ized deductions

Taxes
State income taxes ($4,000 + $120)
Real estate taxes ($3,000 + $800)
Interest ($2,300 + $1,800)
Contributions (fair market value)
Casualty loss
Decline in market value after fire
Less 10% of $99,227
“ Floor”
Miscellaneous deductions
Business travel
Professional education
Professional dues
Tax return preparation fee
Total
Less 2% of $99,227

$ 4,120
3,800

$ 7,920
4,100
1,400

16,000
$9,923
100

10,023

5,977

900
700
150
250
2,000
1,985

15
19,412
79,815
5,850
$73,965

Total item ized deductions

Balance
Exemptions (3 x $1,950)
TAXABLE INCOM E
b.

COM PUTATION O F FEDERAL INCOM E TAX OVERPAYMENT
$16,946

Tax before payments on account
Payments on account
Tax withheld ($17,000 + $2,800)
Estimated tax ($2,000 + $43)
AMOUNT OVERPAID

$19,800
2,043
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21,843
$ 4,897

ANSWERS TO EXAMINATION
AUDITING
November 2, 1989; 8:30 A.M . to 12:00 M.
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Answer 2 (10 points)
Bell should consider performing the following procedures
in the audit of Kent’s payroll transactions:
Select a sample of payments to employees from the payroll
register and compare each selected transaction to the related
documents and records examining
•
•

•
•
•
•
•

Evidence in support of authorization of rate of pay.
Evidence in support of time on which compensation
was based, such as approved time cards or attendance
records.
Evidence in support of proper authorization of payroll
withholdings.
Evidence in support of payment, such as canceled
payroll checks.
Evidence in support of account distribution.
The clerical accuracy of the transaction.
The entry to the employee’s records used to summarize
employee compensation for payroll reporting purposes.

Obtain the payroll register for a selected period and
•
•
•

Test the arithmetical accuracy of the payroll register.
Determine whether payroll was approved in accordance
with management’s prescribed procedures.
Trace totals per the register to postings in the general
ledger.

Observe the distribution of payroll checks.
Review the accounting for unclaimed wages.
Observe a sample of employees in the performance of their
duties.
Perform analytical procedures.
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Auditing

Answer 3 (10 points)

Answer 4 (10 points)

a. Analytical procedures are used for these broad
purposes:

The working paper contains the following deficiencies:

•
•

•

1. The subject matter of the working paper is not properly
indicated in the title.

To assist the auditor in planning the nature, timing, and
extent of other auditing procedures.
A s a substantive test to obtain evidential m atter about
particular assertions related to account balances or
classes of transactions.
As an overall review of the financial information in the
final review stage of the audit.

2. There is no indication of any follow-up on the identified
error in the accrued interest payable computation.
3. There is no indication whether the confirmation
exception was resolved.
4. The loan with the unwaived violation of a provision
of the debt agreement is misclassified as long-term.

b . An auditor’s expectations are developed from the
following sources of information:
•
•
•
•
•

5. The liability activities of Lender’s Capital Corp. and
the working paper totals do not crossfoot.

Financial information for comparable prior periods giv
ing consideration to known changes.
Anticipated results — for example, budgets, forecasts,
and extrapolations.
Relationships among elements of financial information
within the period.
Information regarding the industry in which the client
operates.
Relationships of financial information with relevant
nonfinancial information.

6. There is no indication of cross-referencing of the
stockholder loan to the related party transactions work
ing papers.
7. There is no investigation of the payment on the
stockholder loan that was reborrowed soon after
year-end.
8. There is no consideration of the need to impute interest
expense on the 0% stockholder loan.

c. The factors that influence an auditor’s consideration
of the reliability of data for purposes of achieving audit
objectives are whether the
•
•
•
•
•

9. There is no indication that the dates under ‘‘interest paid
to” were audited.
10. There is no indication that the unusually high average
interest rate ($281,333/$1,406,667 = 20%) was noted
and investigated.

Data were obtained from independent sources outside
the entity or from sources within the entity.
Sources within the entity were independent of those
who are responsible for the amount being audited.
Data were developed under a reliable system with ade
quate controls.
Data were subjected to audit testing in the current or
prior year.
Expectations were developed using data from a variety
of sources.

11. The working paper does not support the overall con
clusions expressed.
12. The tickmark “ R ” is used but not explained in the
tickmark legend.
13. There is no indication that the working paper was
prepared by client personnel.
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Answer 5 (10 points)
The reportable conditions and resulting misstatements, in addition to the example, that could occur and
not be prevented or detected by Parktown’s internal control structure concerning the cash receipts and billing
functions include the following:
____________ Reportable condition ____________

_________ Potential misstatement______________

The employees who perform services also are per
mitted to approve credit without an external credit
check.

Uncollectible accounts expense could be understated
and accounts receivable could be overstated because
of the lack of an appropriate credit check.

There is no independent verification of the billing
process.

Fees earned and accounts receivable may be
understated because not all services performed might
be reported for billing.
or
Fees earned and accounts receivable may be either
overstated or understated because of the use of incor
rect price or service data or because of mathematical
errors.

The employees who approve credit also approve
write-offs of uncollectible accounts.

A ccounts receivable could be understated and
uncollectible accounts expense overstated because
write-offs of accounts receivable could be approved
for accounts that are, in fact, collectible.
or
Accounts receivable could be overstated and uncollec
tible accounts expense understated because write-offs
of accounts receivable might not be initiated for
accounts that are uncollectible.

Credit is not granted on the basis of established limits.

Uncollectible accounts expense could be either
understated or overstated because the lack of
established credit limits may make it more difficult
to identify uncollectible amounts.

The employee who initially handles cash receipts also
prepares billings.

Fees earned and cash receipts or accounts receivable
could be understated because of omitted or inaccurate
billing.

The employee who makes bank deposits also recon
ciles bank statements.

The cash balance per books may be overstated
because not all cash is deposited.

Uncollectible accounts are not determined on the basis
of established criteria.

Uncollectible accounts expense could be either
understated or overstated because of the lack of
established w rite-off criteria.

Trial balances of the accounts receivable subsidiary
ledger are not prepared independently of, or verified
and reconciled to, the accounts receivable control
account in the general ledger.

Any of fees earned, cash receipts, and uncollectible
accounts expense could be either understated or
overstated because of undetected differences between
the subsidiary ledger and the general ledger.
or
Fees earned and cash receipts or accounts receivable
could be understated because of failure to record bill
ings, cash receipts, or write-offs accurately.
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ANSWERS TO EXAMINATION
BUSINESS LAW
(Commercial Law)
November 3, 1989; 8:30 A.M . to 12:00 M.
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Answer 2 (10 points)

A nsw er 3 (10 points)

a . Sam Bean and Bob Bean will not be personally liable
to Fale for the deficiency resulting from the foreclosure sale
because they did not assume the mortgage but instead pur
chased the building subject to the mortgage. In the absence
o f a state statute to the contrary, Stein will be personally
liable for the deficiency because Stein was not released from
liability on the note and mortgage.

City is likely to prevail against Salam based on con
structive fraud. To establish a cause of action for construc
tive fraud, City must prove that:

b . There is no right of survivorship feature in a tenancy
in common and, therefore, Rita Bean will acquire Sam
Bean’s one-half interest in the building under her husband’s
will. Thus, Rita Bean will own a one-half interest in the
building as a tenant in common with Bob Bean.

•
•
•

•
•

Salam made a materially false statement of fact.
Salam lacked a reasonable ground for belief that the
statement was true. Constructive fraud may be inferred
from evidence of gross negligence or recklessness.
Salam intended another to rely on the false statement.
City justifiably relied on the false statement.
Such reliance resulted in damages or injury.

Under the facts of this case, Salam is likely to be liable
to City based on constructive fraud. Salam made a material
ly false statement of fact by rendering an unqualified opin
ion on Bell’s financial statements. Salam lacked a reasonable
ground for belief that the financial statements were fairly
presented by recklessly departing from the standards of due
care in that it failed to investigate other embezzlements,
despite having knowledge of at least one embezzlement,
and did not notify Bell’s management of the matter. Salam
intended that others rely on the audited financial statements.
City justifiably relied on the audited financial statements
in deciding to loan Astor $600,000 and damages resulted
evidenced by Astor’s default on the City loan.
City is not likely to prevail against Salam based on
negligence. In order to establish a cause of action for
negligence against Salam, City must prove that:

c. In general, the purposes and benefits of creating a
spendthrift trust are to provide a fund for the maintenance
o f another (the beneficiary); protect the fund from the
beneficiary’s financial mismanagement and improvidence;
prohibit the beneficiary from transferring the right to future
trust income or principal; and prohibit the beneficiary’s
interest from being subjected to the claims of the
beneficiary’s creditors.
d .1. A trust may generally be term inated by the
beneficiaries if all consent to the termination; all are legally
competent to consent; and term ination will not defeat a
material purpose for which the trust was created.
2.
The spendthrift trust created by Sam Bean cannot be
term inated by Bob Bean because the m ajor purpose of a
spendthrift trust is to protect the beneficiary from
mismanagement and improvidence. Thus, termination of
the spendthrift trust would defeat the purpose for which it
was created.

•
•

•
•

Salam owed a legal duty to protect City.
Salam breached that legal duty by failing to perform
the audit with the due care or competence expected of
members of the profession.
City suffered actual losses or damages.
Salam’s failure to exercise due care proximately caused
City to suffer damages.

The facts of this case establish that Salam was negligent
by not detecting the overstatement of accounts receivable
because of its inadvertent failure to follow its audit program.
However, Salam will not be liable to City for negligence
because Salam owed no duty to City. This is the case
because Salam was not in privity of contract with City, and
the financial statements were neither audited by Salam for
the prim ary benefit of City, nor was City within a known
and intended class o f third party beneficiaries who were
to receive the audited financial statements.
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Business Law

Answer 4 (10 points)

Answer 5 (10 points)

The president’s assertion that the September 8 , 1988
offer by Crisp was irrevocable until December 2 0 , 1988,
and that, therefore, a contract was formed by Anker’s
acceptance on December 1 2 , 1988, is incorrect. Because
the offer made by Crisp involves a transaction in goods,
i.e. furniture, the UCC Sales Article applies. The UCC
Sales Article provides that an offer by a merchant to buy
or sell goods in a signed writing which by its terms gives
assurance that it will be held open is not revocable, for lack
of consideration, during the time stated or, if no time is
stated, for a reasonable tim e, but in no event may such
period of irrevocability exceed three months. Under the
facts of this case, Crisp’s offer was a firm offer that could
not be revoked because the offer was made by Crisp, a mer
chant, concerning the kind of goods being sold (furniture);
was in writing and signed by Crisp; and stated that it would
remain open until December 2 0 , 1988. Despite the provi
sion that the offer will remain open until December 20,
1988, a firm offer remains irrevocable for a three-month
period. Therefore, C risp’s letter of revocation on
December 5 , 1988 did not terminate the firm offer because
the three-month period had not yet expired. The revoca
tion was effective on December 8 , 1988, when the threemonth period expired. Therefore, Anker’s attempted
acceptance on December 1 2 , 1988 did not form a contract
with Crisp. Instead, Anker’s attempted acceptance is likely
to be treated as an offer.
The president’s assertion that D ix’s December 12,
1988 letter formed an option contract is incorrect. To form
an option contract, where the subject m atter is real estate,
all of the elements necessary to form a contract must be met.
In this case, Anker did not furnish any consideration in
return for D ix’s promise to keep the offer open until
December 2 0 , 1988; therefore, an option contract was not
formed.
The president’s assertion that Anker’s acceptance on
December 1 9 , 1988 formed a contract with Dix is incor
rect. In general, acceptance of an offer is effective when
it is dispatched. If, however, an offer specifically stipulates
the method of communication to be utilized by the offeree,
the acceptance to be effective must conform to that method.
Thus, an acceptance by another method of communication
is ineffective and no contract is formed. Under the facts of
this case, Anker’s acceptance on December 19, 1988 by
a private express mail courier is ineffective, despite D ix’s
receipt of the acceptance on December 2 0 , 1988, because
Dix’s offer specifically stipulated that acceptance could only
be made by certified mail, return receipt requested. Instead,
Anker’s attempted acceptance is likely to be treated as a
counteroffer.

W est’s assertion that Ace should have recorded the
dividends in arrears for 1987 and 1988 as a liability is
incorrect. A shareholder of cumulative preferred stock is
entitled to receive all dividend arrearages plus any dividends
for the current year before any dividends may be distributed
to the shareholders of common stock. However, preferred
stock represents a contribution of capital, not a debt of the
corporation, and until a dividend is declared, a shareholder
of cumulative preferred stock is not a creditor of the
corporation. Thus, Ace was correct in not classifying the
dividend arrearages as a liability because a dividend was
not declared by Ace’s board of directors. Ace should
disclose the dividend arrearages in notes to its financial
statements.
W est’s assertion that West is entitled to examine Ace’s
books and records is correct. A shareholder, upon written
demand, is entitled to examine, at reasonable tim es, the
books and records of the corporation, so long as the
examination is for a proper purpose (in good faith). If the
corporation refuses to perm it the examination, the
shareholder may obtain a court order compelling access to
the books and records.
W est’s assertion that W est is entitled to receive a new
stock certificate to replace the lost stock certificate is
correct. Because the subject m atter in this case is a stock
certificate of a corporation, the UCC Investment Securities
Article applies. Under that article, the stock certificate of
Ace is classified as a certificated security because it is one
of a class of Ace’s shares that is represented by an instru
ment in W est’s name and is traded on a national securities
exchange. If the owner of a certificated security claims that
the security has been lost, the issuer shall issue a new
certificated security, or, at the option of the issuer, an
equivalent uncertificated security in place of the original
security if the owner makes a request before the issuer has
notice that the security has been acquired by a bona fide
purchaser; files a sufficient indemnity bond with the issuer;
and satisfies any other reasonable requirements imposed
by the issuer. Based on the facts of this case, West is entitled
to receive a new stock certificate because W est requested
that a new stock certificate be issued before Ace had notice
the lost certificate was acquired by any other party; offered
to file an indemnity bond with Ace; and offered to cooperate
with any reasonable requests made by Ace.
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Accounting Theory

Answer 2 (10 points)

Answer 3 (10 points)

a . Capital expenditures benefit future periods.
Revenue expenditures benefit the current period only.

a . Chester should disclose the threat o f expropriation of
assets in the notes to the financial statements. Disclosure
would include an estimate of the possible loss or an estimate
of the range o f loss. Accrual of a loss is inappropriate
because the threat of expropriation is only reasonably
possible.

b . 1. The purchase price of the land should be
capitalized. The land should be shown as a noncurrent asset
on the balance sheet at its original cost and it is not subject
to depreciation.
2. The cost of constructing the factory should be
capitalized and depreciated over the expected life of the fac
tory. The depreciation should be added to cost of inven
tory, via factory overhead, as goods are produced, and is
expensed as cost of sales as goods are sold. The factory
expenditures, net of accumulated depreciation, should be
shown as a noncurrent asset on the balance sheet. Inven
tory should be reported as a current asset on the balance
sheet, and cost of sales should be reported as an expense
on the income statement.
3. The cost of grading and paving the parking
lot should be capitalized and depreciated over the expected
life of either the factory or parking lot, whichever is shorter.
The depreciation should be added to cost of inventory, via
factory overhead, as goods are produced, and is expensed
as cost of sales as goods are sold. The land improvement
expenditures, net of accumulated depreciation, should be
shown as a noncurrent asset on the balance sheet. Inven
tory should be reported as a current asset on the balance
sheet, and cost of sales should be reported as an expense
on the income statement.
4. The cost of maintaining the factory once
production has begun is a “ revenue type’’ expenditure.
However, since it is a factory cost, it should be added to
cost o f inventory, via factory overhead, as goods are pro
duced, and is expensed as cost of sales as goods are sold.
Inventory should be reported as a current asset on the
balance sheet, and cost of sales should be reported as an
expense on the income statement.

b . Chester should report the potential costs due to the
safety hazard by accruing a loss in the income statement
and a liability in the balance sheet. Accrual is required
because both o f the following conditions are met:
•
•

It is considered probable that a liability has been
incurred.
The amount of the loss can be reasonably estimated.

In addition, Chester should separately disclose in the
notes to the financial statements the nature of the safety
hazard.
c. Chester should not accrue a loss because an asset has
not been impaired nor has a liability been incurred.
Disclosure of the uninsured rock-slide risk, while perm it
ted, is not required.
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Examination Answers — November 1989

Answer 4 (10 points)

Answ er 5 (10 points)

a. The interest cost component of the net pension cost for
a period is the increase in the projected benefit obligation
due to the passage of time. Essex would determine its in
terest cost component by applying an assumed discount rate
to the beginning projected benefit obligation.

a . H illside should report the extraordinary item
separately, net of applicable income taxes, below the
continuing operations section in the income statement.
Exclusion of extraordinary items from the results of con
tinuing operations is intended to produce a measure of
income from continuing operations that is useful in pro
jecting future operating cash flows.

b . Prior service cost is the cost of retroactive benefits (in
creased benefits based on services rendered in prior periods)
granted at the date of adoption or amendment o f a pension
plan. Prior service cost should be included in net pension
cost during the future service periods of those employees
active at the date of the pension plan adoption or amend
ment, as appropriate, who are expected to receive benefits
under the pension plan. Prior service cost is incurred with
the expectation that the employer will realize economic
benefits in future periods.

b. Hillside should report the discontinued operations
separately in the 1988 income statement immediately below
income from continuing operations. Discontinued opera
tions should be comprised o f two categories, with each
category reported net of income taxes:
•
•

c. Essex must accrue compensation for future vacations
if all of the following conditions are met:
•

•
•
•

Loss from operations of the discontinued segment from
the beginning of the year to the measurement date.
Loss on disposal of the discontinued segment, including
the provision for operating losses during the phase-out
period.

c. Hillside should include the costs incurred to relocate
employees in the loss on disposal o f the discontinued seg
ment in its 1988 income statement. These costs are a direct
result of the commitment to dispose of its segment.

Essex’s obligation relating to employees’ rights to
receive compensation for future vacations is at
tributable to employees’ services already rendered.
The obligation relates to rights that vest or accumulate.
Payment o f the vacation benefits is probable.
The amount can be reasonably estimated.

The theoretical rationale is that accruing compensa
tion matches the cost of vacation benefits to the period in
which services are rendered, and results in recognition of
a measurable liability.
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INDEX - QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section
has been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right-hand column are designated as follows: The question numbers are followed by the page
number in this book. The letter M following question numbers indicates a multiple choice item. For example, the reference 17M-4
means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14. Note that,
in the Accounting Practice section, no distinction has been made between Parts I and II.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or W orksheets.
A.
B.
C.
D.
E.

II.

M easurement, Valuation, Realization, and Presentation
of Assets in Conformity W ith Generally Accepted Account
ing Principles.
A.
B.
C.
D.
E.
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Balance S h e e t....................................................................
Income S tatem ent.............................................................lM -2,2M -2
Statement of Cash F lo w s................................................ 5-14
Statement o f Owners’ E q u ity ......................................... 3M-2,9M-4
Consolidated Financial Statementsor W orksheets.........5M -3,6M -3,7M -3,8M -3,10M -4,11M-4

Cash, M arketable Securities, and Investm ents.............1M -16,2M -16,3M -16,4M -16
Receivables and A ccruals............................................... 5M -17,6M -17,7M -17,8M -17
Inventories ........................................................................ 9M-17,10M-17
Property, Plant, and Equipment Owned or L eased ......4-12,4-13
Intangibles and Other A ssets......................................... 12M-4,13M-4

Valuation, Recognition, and Presentation of Liabilities
in Conformity W ith Generally Accepted Accounting
Principles.
A. Payables and A ccruals.....................................................14M -4,15M -5,16M -5,17M -5,18M -5,19M -5,20M -6,
21M-6
B. Deferred R evenues.......................................................... 23M-6
C. Deferred Income Tax L iabilities.................................... 24M -6,26M -7
D. Capitalized Lease L iab ility ..............................................22M -6,27M -7
E. Bonds P ayable...................................................................25M -6,28M -7,29M -7,30M -7,31M -7
F. Contingent Liabilities and Com m itm ents...................... 32M-7,33M-8

IV.

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity W ith Generally Accepted
Accounting Principles.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to ck ........................................ 11M-18,12M-18
Additional Paid-in C ap ital...............................................
Retained Earnings and D ividends.................................. 13M-18,14M-18,15M-18
Treasury Stock and Other Contra A ccounts.................. 16M-18
Stock Options, W arrants, and R ig h ts............................
Reorganization and Change in E n tity ............................ 18M-19
Partnerships ....................................................................... 17M-18,19M-19,20M-19
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Accounting Practice — Content Specification Outline (cont.)
V. Measurement and Presentation of Income and Expense
Item s, Their Relationship to Matching and Periodicity,
and Their Relationship to Generally Accepted Accounting
Principles.
A. Revenues and G a in s......................................................... 34M -8,35M -8,36M -8,37M -8,38M -8,39M -8,40M -9,
41M -9,43M -9,44M -9
B. Expenses and L o sses.......................................................42M -9,45M -9
C. Provision for Income T a x .............................................. 47M -10,48M -10
D. Recurring Versus Nonrecurring Transactions and
E v e n ts................................................................................ 46M -9,50M -10
E. Accounting C hanges........................................................ 51M -10,52M -10
F. Earnings Per S h a re ......................................................... 54M-11
VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

Disclosures in Notes to the Financial Statements
Accounting P o licies...............................................
Nonmonetary T ransactions....................................
Interim Financial Statem ents..................................
Historical Cost, Constant Dollar Accounting, and
Current C o s t....................................................
Gain C ontingencies..........................................
Segments and Lines of B usiness.................. .
Employee B enefits...........................................
Analysis of Financial Statem ents.................. .
Development Stage E nterprises....................
Personal Financial Statem ents......................
Combined Financial Statem ents....................

53M-10

49M-10
59M-12
60M-12
56M-11
57M-11
4M-2
58M-11
55M-11

V II. Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost E lem ents...............................
Process and Job Order C o stin g ....................
Standard C o stin g .............................................
Joint and By-Product Costing, Spoilage,
W aste, and S c rap ...........................................
Absorption and Variable C o stin g .................
Budgeting and Flexible B udgeting...............
Breakeven and Cost-Volume-Profit Analysis
Capital Budgeting T echniques......................
Performance A nalysis....................................
Other .................................................................

33M -21,34M -21,35M -21
39M-21
26M-20
32M-20
29M -20,30M -20
31M-20
27M -20,28M -20
36M-21,40M-21
,37M-21,38M-21
21M -19,22M -19,23M -19,24M -19,25M -20

VIII. Not-for-Profit and Governmental Accounting.
A. Fund A ccounting............................................................... 4-25,4-26
B. Types of Funds and Account G ro u p s............................ 4-25,4-26
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental O rganizations..........
D. Various Types of Not-for-Profit and
Governmental O rganizations............................................4-25,4-26
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Accounting Practice — Content Specification Outline (cont.)
IX.

Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
In co m e................................................................................ 5-27,5-28
B. Exclusions and Adjustments to Arrive atAdjusted
Gross Incom e.....................................................................5-27,5-28
C. Gain or Loss on Property T ransactions.........................
D. Deductions from Adjusted Gross Incom e..................... 5-27,5-28
E. Filing Status and Exem ptions.......................................... 5-27,5-28
F. Tax Computations and C re d its....................................... 5-27,5-28
G. Statute of L im itations......................................................
H. Estate and Gift Taxation and Income Taxation of
Estates and T ru sts............................................................

X. Federal Taxation — Corporations, Partnerships, and
Exempt Organizations.
A. Determination of Taxable Income or L o s s .................... 41M -22,42M -22,43M -22,44M -22,45M -22,46M -22,
48M-23
B. Tax Computations and C re d its....................................... 47M-23
C. S C orporations..................................................................50M-23,51M-23
D. Personal Holding C om panies.......................................... 49M-23
E. Accumulated Earnings T a x .............................................
F. Distributions ......................................................................52M-23
G. Tax-Free Incorporation.................................................... 53M-23
H. Reorganizations ................................................................
I. Liquidations and D issolutions.........................................
J. Formation o f P artnership................................................. 54M-23,55M-23
K. Basis of Partner’s In te re st...............................................
L. Determination o f Partner’s Taxable Income and
Partner’s E lections............................................................
M. Accounting Periods of Partnership and P a rtn e rs..........
N. Partner Dealing W ith Own P artnership......................... 56M-24
O. Treatment o f L iab ilities....................................................
P. Distribution o f Partnership A sse ts.................................. 57M-24
Q. Termination of P artnership..............................................
R. Types o f O rganizations.................................................... 58M-24
S. Requirements for E xem ption.......................................... 59M-24
T. Unrelated Business Incom e............................................. 60M-24
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Auditing — Content Specification Outline
I.

Professional Responsibilities.
A. General Standards and Code o f Professional Conduct .49M -35,56M -37,57M -37
B. Control of the A u d it......................................................... 4-38
C. Other R esponsibilities..................................................... 59M-37,60M-37

II.

Internal Control.
A.
B.
C.
D.

III.

Evidence and Procedures.
A.
B.
C.
D.

IV.

Definitions and Basic C oncepts.....................................36M -34,37M -34,38M -34
Consideration of the Internal Control S tru ctu re.......... 39M -34,40M -34,41M -34,42M -34,43M -35,44M -35
C y c le s................................................................................45M -35,46M -35,47M -35,48M -35,5-39
Other C onsiderations........................................................50M -35,51M -36,52M -36,53M -36,54M -36,55M -36,
58M-37

Audit E vidence................................................................ 26M -33,27M -33,3-37
Specific Audit Objectives and P rocedures....................28M -33,29M -33,30M -33,2-37
Other Specific Audit T o p ics.......................................... 31M -33,32M -33,33M -33,34M -33
Review and Compilation P rocedures........... ............... 35M-34

Reporting.
A. Reporting Standards and Types of R ep o rts.................. 2M -30,3M -30,4M -30,5M -30,6M -30,7M -30,8M -31,
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